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SMALL  BUSINESS  ADMINISTRATION'S  SURETY 
BOND  GUARANTEE  PROGRAM 


WEDNESDAY,  APRIL  5,  1995 

House  of  Representatives, 
Subcommittee  on  Procurement,  Exports, 

AND  Business  Opportunities, 

COMMTITEE  ON  SMALL  BUSINESS, 

Washington,  DC. 

The  subcommittee  met,  pursuant  to  notice,  at  10:02  a.m.,  in  room 
2359-A,  Ravburn  House  Office  Building,  Hon.  Don  Manzullo, 
(chairman  of  the  subcommittee),  presiding. 

Chairman  Manzullo.  Good  morning.  The  subcommittee  will 
come  to  order.  Today  our  subcommittee  will  begin  to  evaluate  the 
role  and  effectiveness  of  the  SBA  Surety  Bond  Program.  As  part  of 
the  Small  Business  Credit  or  Business  Opportunity  Enhancement 
Act  of  1992,  Congress  mandated  the  GAO  conduct  a  comprehensive 
survey  with  the  business  firms  to  learn  of  their  experience  in  ob- 
taining surety  bonds. 

Today  the  GAO  will  release  the  preliminary  findings  of  their  sur- 
vey. It  is  expected  that  by  May  or  June,  the  GAO  will  complete  the 
final  report. 

The  Clinton  administration  has  proposed  increasing  a  variety  of 
fees  for  those  that  participate  in  the  Surety  Bond  Program.  I  would 
also  appreciate  the  witnesses  commenting  on  those  proposals  to  see 
if,  in  their  mind,  these  would  increase  or  decrease  participation  of 
small  business  in  Federal  Government  procurement  opportunities. 

First,  Jim  Wells  of  the  GAO  will  announce  the  preliminary  find- 
ings of  the  surety  bond  survey.  Second,  Dorothy  Kleeschulte? 

Ms.  Kleeschulte.  Kleeschulte. 

Chairman  Manzullo.  Kleeschulte.  Dorothy  Kleeschulte  will  dis- 
cuss the  administration's  perspective  on  this  survey  of  the  Surety 
Bond  Program.  To  offer  some  real  life  perspective  to  this  issue, 
Denise  Norberg  of  Gust  Norberg  &  Sons  of  Chicago  will  present  the 
subcontractor's  viewpoint.  Then  John  Curtin  of  Curtin  Inter- 
national Insurance  and  Bonding  of  Lexington,  Massachusetts,  will 
present  a  perspective  of  surety  industry. 

The  rules  for  this  subcommittee  are  as  follows.  You  have  7  min- 
utes within  which  to  present  your  program.  If  you  are  not  done  in 
7  minutes,  I  will  gavel  you  down.  My  goal  is  to  be  out  of  here  at 
11  o'clock  or  11:15  at  the  latest,  not  because  the  circus  is  starting 
at  10:30  in  front  of  the  Capitol.  But  I  feel  if  we  cannot  do  this  in 
an  hour  and  15  minutes,  then  I  guess  we  have  to  reinvent  the  sub- 
committee's structure.  So,  at  5  minutes,  I  will  tap  once;  at  6  min- 
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utes,  I  will  tap  twice.  If  you  are  not  done  in  7  minutes,  I  will  lower 
the  gavel  on  you. 

The  reason  for  that  is  so  that  other  Members  of  Congress  can  ask 
questions.  They  are  not  here,  that  is  their  problem  and  this  is  a 
very  critical  issue.  Mr.  Wells. 

TESTIMONY  OF  JIM  WELLS,  ASSOCIATE  DIRECTOR,  HOUSING 
AND  COMMUNITY  DEVELOPMENT  ISSUES,  RESOURCES, 
COMMUNITY,  AND  ECONOMIC  DEVELOPMENT  DIVISION, 
UNITED  STATES  GENERAL  ACCOUNTING  OFFICE; 

Mr.  Wells.  Thank  you,  Mr.  Chairman.  We  are  pleased  to  discuss 
the  use  of  surety  bonds  and  to  present  information  that  we  col- 
lected through  our  survey  of  small  construction  firms.  Surety  bonds 
ensure  that  should  the  bonded  contractor  default,  the  construction 
project  will  be  completed,  the  subcontractor  and  the  contractor's 
employees  will  be  paid,  and — at  least  on  Federal  projects-the  tax- 
payer will  not  be  called  upon  to  pay  the  bill.  As  you  know,  Federal 
law  currently  requires  surety  bonds  on  all  contracts  worth  over 
$25,000  and  later  this  year  it  will  move  to  $100,000. 

While  there  are  Federal  requirements,  it  is  important  to  keep  in 
mind  that  when  you  hear  all  the  survev  numbers  that  we  are  going 
to  be  presenting  today,  that  who  did  what  to  whom,  that  is  the  sur- 
ety companies  which  decides  whether  the  firms  have  the  necessary 
experience  and  the  financial  capacity  to  perform  the  given  jobs  that 
they  have  been  asked  to  provide  bonds  for. 

Small  businesses,  as  you  well  know  over  the  years  have  asserted 
that  the  decisions  that  have  been  made  in  terms  by  the  surety  com- 
panies frequently  impeded  the  development  of  small  firms,  espe- 
cially those  owned  by  women  and  minority-owned  businesses.  How- 
ever, there  has  always  been  limited  data  in  terms  of  whether  or  not 
this  is  true. 

So  therefore,  we  were  directed  to  assist  the  Congress  by  doing  a 
survey  and  that  is  what  we  are  here  today  to  discuss. 

We  sent  a  questionnaire  to  approximately  12,000  construction 
firms  that  were  randomly  selected  fi'om  Dunn  and  Bradstreet's  list- 
ing of  construction  firms.  About  5,000  of  those  firms  responded.  My 
short  statement  today  will  focus  on  just  a  few  of  the  specific  pieces 
of  information  that  we  obtained.  As  you  mentioned,  Mr.  Chairman, 
we  will  issue  our  report  shortly  that  will  contain  millions  of  num- 
bers and  hundreds  of  tables  and  charts  talking  about  the  character- 
istics and  the  bonding  experiences  that  are  happening  out  there. 

Just  to  give  you  a  flavor  of  what  we  are  talking  about,  here  are 
the  firms  that  we  surveyed.  The  total  universe  of  small  construc- 
tion firms  most  likely  to  be  involved  in  possible  bonding  experience 
was  roughly  683,000  firms.  As  you  can  see,  special  trade  contrac- 
tors, sucn  as  plumbers,  painters,  electrical  contractors  and  concrete 
masons  make  up  about  80  percent  of  the  small  construction  firms 
to  whom  we  mailed  the  survey. 

Sticking  with  this  category  of  special  trade  contractors,  we 
learned  that  this  group  received  about  two-thirds  of  the  bonds  that 
were  obtained.  Now  the  question  is  how  many  small  businesses  ob- 
tained bonds?  We  estimate  from  our  survey  that  at  least  23  percent 
of  the  small  construction  firms  had  obtained  bonds  and  that  is  pro- 
jectable  to  the  universe  of  a  minimum  of  155,000  firms  obtained 


bonds  and  a  maximum  of  77  percent.  Roughly  projected  520,000 
small  business  firms  had  never  obtained  a  bond  in  the  years  1990 
through  1993. 

The  reason,  as  you  can  see,  small  construction  firms  cited  most 
fi-equently  for  not  obtaining  bonds  were  that  they  were  not  asked 
to  provide  a  bond  or  they  did  not  do  the  kind  of  work  that  required 
bonding.  We  list  here  on  the  chart  five  reasons  cited  by  at  least  10 
percent  of  the  firms  as  to  why  they  did  not  use  bonds.  They  were 
either  too  burdensome;  the  financial  commitment  required  was  too 
high;  they  could  not  afford  the  cost  of  preparing  financial  informa- 
tion; or  they  believed  that  they  would  not  be  able  to  get  a  bond, 
and  therefore  did  not  ask  for  one.  There  was  some  concern  about 
the  fees  charged  that  made  it  unprofitable  for  the  firm  to  do  the 
kind  of  bonding  work. 

We  also  asked  the  firms  about  their  recent  experiences.  Specifi- 
cally, we  asked  firms  whether  a  surety  company  had  ever  denied 
their  requests  for  a  bond.  Overall,  we  found  that  one  in  five  small 
construction  firms  that  did  in  fact  obtain  a  bond  some  time  during 
1990  to  1993,  had  indeed  at  least  once  been  denied  a  bond.  Again, 
the  firms  most  commonly  cited  two  reasons  for  the  denials.  Pri- 
marily, the  firm's  financial  status  was  not  strong  enough,  such  as 
net  worth  or  operating  capital.  Another  factor  was  that  tne  particu- 
lar firm  had  never  been  involved  in  the  kind  of  work  that  it  was 
being  asked  to  be  bonded  for. 

At  least  10  percent  of  the  firms  responded  that  the  surety  compa- 
nies did  not  have  enough  time  to  process  the  bond;  that  the  firm 
had  not  performed  enough  bonded  work  in  the  past;  that  the  surety 
would  not  issue  bonds  imtil  the  firm's  current  work  was  completed; 
and  that  the  firm  had  not  been  in  business  long  enough  and  lacked 
experience. 

Throughout  the  survey,  we  noted  that  the  size  of  firms  made  a 
major  difference  in  how  they  responded.  Take  the  question  of  how 
often  firms  were  asked  to  put  aside  collateral  to  obtain  bonds. 
Smaller  firms  were  asked  more  often  to  set  aside  collateral  com- 
pared with  the  medium  and  large  firms.  Size  also  affected  the  re- 
spondents reporting  in  terms  of  having  to  purchase  insurance. 
About  27  percent  of  the  smallest  construction  firms  reported  that 
they  had  to  purchase  insurance,  compared  to  a  much  smaller  per- 
centage of  4  percent  of  the  larger  firms. 

As  you  can  understand,  our  final  report  will  contain  much  more 
information  about  what  we  learned  in  terms  of  the  experiences 
cited  by  the  firms  owned  by  minorities  and  firms  not  owned  by  mi- 
norities. As  you  can  see  firom  this  slide,  36  percent  of  the  bonded 
small  construction  firms  were  owned  by  minorities.  They  have  re- 
ported to  us  that  they  had  at  least  once  been  denied  a  bond  since 
1990  and  that  projected  out  to  be  about  2,100  minority  firms.  This 
compares  with  about  20  percent  of  those  firms  that  were  not  owned 
by  minority,  projected  to  be  about  15,000  firms  that  had  been  de- 
nied a  bond. 

The  next  slide  indicates  that  minority-owned  firms  reported  more 
often  than  firms  not  owned  by  minorities  that  they  were  asked  to 
set  aside  collateral;  that  they  had  to  establish  an  escrow  account; 
they  had  to  hire  a  CPA  or  a  management  or  consulting  firm  to  help 
them  manage  the  contract;  that  they  had  to  enter  into  arrange- 


ments  that  allowed  the  surety  to  manage  the  job,  even  when  the 
firm  had  not  defaulted. 

There  are  three  areas  that  I  would  like  to  turn  to  now  in  which 
firms  owned  by  women  and  those  not  owned  by  women  reported 
primary  differences  in  the  documents  that  they  were  required. 
They  were  required  more  often  than  not  to  be  asked  to  provide  per- 
sonal financial  statements,  CPA  reviewed  financial  statements,  and 
corporate  tax  returns. 

Last,  as  you  are  aware,  you  asked  us  for  some  information  about 
the  impact  of  the  streamlining  of  the  Federal  Acquisition  Stream- 
lining Act.  The  Act's  provision  basically  increased  the  requirement 
from  $25,000  to  $100,000  for  future  bonding.  It  will  be  effective 
later  this  year. 

From  our  survey,  we  are  able  to  tell  you  that  this  new  bonding 
threshold  could  eliminate  the  need  for  bonding  for  businesses  doing 
work  for  the  Federal  Government.  In  1993,  we  estimated  that 
about  25  percent  of  the  small  construction  firms  in  our  survey  did 
not  obtain  bonds  over  $100,000,  and  therefore  we  are  able  to 
project  that  a  minimum  of  at  least  16,000  firms  in  the  future  will 
be  effected  by  the  new  $100,000  Hmit. 

Mr.  Chairman,  in  terms  of  a  brief  summary  and  hopefully  within 
my  7  minutes,  that  concludes  my  statement  today.  We  in  the  GAO 
are  frantically  rushing  to  get  this  study  published  and  into  a  final 
form.  I  am  sure  that  everyone  is  looking  forward  to  trjning  to  figure 
out  what  these  million  and  so  numbers  mean. 

We  thank  you  and  will  be  glad  to  answer  questions. 

[Mr.  Wells  statement  may  be  found  in  the  appendix.] 

Chairman  Manzullo.  Thank  you  very  much. 

We  welcome  Congressman  Fattah  here. 

Mr.  Fattah.  Thank  you. 

Chairman  Manzullo.  Ms.  Kleeschulte,  I  was  not  given  a  copy  of 
your  testimony,  I  understand  you  have  got  some  fimctional  prob- 
lems in  that  the  person  originally  scheduled  to  appear  here  today, 
Mary  Jean  Ryan,  is  across  the  hall  in  Appropriations.  This  was  a 
last  minute  substitute.  We  appreciate  your  being  able  to  come  here 
on  late  notice. 

As  I  mentioned  to  you  prior  to  your  testimony  a  few  minutes  ago, 
your  testimony  will  not  be  complete  unless  you  tell  us  exactly  what 
this  program  costs  the  taxpayers  and  I  want  to  know  the  exact 
rates  of  default,  not  only  in  terms  of  percentages,  but  in  the  num- 
ber of  businesses  that  have  failed  to  perform  and  the  actual  dollar 
amounts. 

If  you  do  not  have  that  information  with  you  right  now,  my  sug- 
gestion would  be  to  proceed  with  your  testimony  and  then  when 
Mr.  Curtin  finishes,  you  might  want  to  chime  in  at  that  point  to 
give  a  few  extra  minutes  to  be  able  to  gather  that  information.  Go 
ahead. 

TESTIMONY  OF  DOROTHY  KLEESCHULTE,  ASSOCLVTE 
ADMINISTRATOR,  U.S.  SMALL  BUSINESS  ADMINISTRATION 

Ms.  Kleeschulte.  Mr.  Chairman  and  member  of  the  subcommit- 
tee, I  will  just  touch  on  the  highlights,  and  I  ask  that  our  full  state- 
ment be  submitted  for  the  record. 


The  SBA's  Surety  Bond  Guarantee  Program  makes  the  difference 
being  in  business  and  not  being  in  business  for  many  small  con- 
tractors. The  SBG  Program  exists  because  the  Miller  Act  requires 
prime  contractors  performing  Federal  construction  to  post  surety 
bonds.  In  addition,  many  State,  municipal  and  private  sector 
projects  also  require  bonds. 

So  in  1968,  to  help  small  businesses.  Congress  granted  SBA  the 
authority  to  issue  bond  guarsmtees  to  surety  companies.  Since  the 

Program's  beginning  in  1971,  more  than  218,000  final  bonds  have 
een  guaranteed  by  SBA  for  more  than  $21  billion  in  contracts  for 
small  businesses;  $21  billion  in  contracts  that  otherwise  they  could 
not  receive. 

We  did  bring  along  a  chart  this  morning  and  I  would  just  like 
to  touch  briefly  on  how  the  program  works.  The  program  is  deliv- 
ered through  private  sector  surety  companies.  The  SBA  guarantees 
to  a  qualified  surety  up  to  90  percent  of  losses  incurred  under  bid, 
payment,  performance,  or  ancillary  bonds  if  the  contractor  breaches 
the  contract  terms. 

It  is  important  to  note  that  bid  performance  and  payment  bonds 
are  not  intended  to  protect  the  contractors  that  post  them.  Instead 
these  bonds  are  intended  to  protect  the  owner  of  the  construction 
project  against  contract  failure  and  protects  laborers,  suppliers  and 
subcontractors  against  nonpajonent.  Obviously,  the  presence  of  the 
surety  bond  program  is  essential  to  many  small  contractors  who 
would  not  be  able  to  even  bid  on  jobs. 

On  our  chart  we  show  that  the  owners  are  deciding  to  build  a 
building  and  they  are  placing  a  bond  requirement  on  it.  The  con- 
tractor is  looking  in  and  sees  the  project  and  he  sees  dollars,  jobs, 
and  construction  equipment,  but  also  a  bond  requirement.  Next, 
the  contractor's  application  goes  to  the  surety  for  the  bond,  but 
there  is  a  piece  missing  to  qualify  for  surety  credit.  The  contractor 
needs  added  strength. 

The  surety  comes  to  the  SBA  and  says  they  will  write  the  bond 
if  SBA  will  share  in  the  risk.  SBA  supplies  the  missing  piece,  a 
bond  guarantee  to  help  the  contractor  get  the  bond.  The  contractor 
through  the  partnership  that  SBA  has  with  the  surety  company, 
obtains  the  bond  and  receives  the  work  and  completes  the  building. 

We  make  these  bond  guarantees  available  through  two  programs. 
We  have  the  traditional  program,  the  Prior  Approval  Program  that 
has  been  in  existence,  as  I  said  since  1971,  and  under  that  program 
we  issue  a  90  percent  guarantee  on  all  bonds  under  $100,000. 
Bonds  for  minority  contractors  receive  a  90  percent  guarantee  to 
the  maximum  contract  size  of  $1,250,000.  The  surety  company  un- 
derwrites the  application  and  they  must  submit  it  to  1  of  our  10 
field  offices  for  review  and  approval.  In  the  Prior  Approval  Pro- 
gram, the  average  contract  size  is  $148,000.  25  percent  of  our 
bonds  are  to  minorities  and  10  percent  to  women.  In  fiscal  year 
1994,  in  the  Prior  Approval  Program,  our  loss  rate  was  2.5  percent. 

The  Preferred  Surety  Bond  Program  was  established  by  Congress 
on  a  pilot  basis  and  is  set  to  expire,  as  you  know,  on  September 
30,  1995.  SBA  will  seek  legislation  to  extend  it.  Under  the  PSB 
Program,  SBA  provides  a  70  percent  guarantee  to  participating 
sureties,  and  in  exchange  the  sureties  have  authority  to  issue, 
monitor  and  service  bonds  without  SBA's  prior  approval. 
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Sureties  participating  in  PSB  cannot  participate  in  the  Prior  Ap- 
proval Program,  It  is  one  or  the  other.  SBA  is  required  to  audit  the 
participating  sureties  once  a  year.  We  do  have  13  major  sureties 
that  have  signed  and  are  now  participating  in  the  PSB  Program. 
It  has  increased  the  stsindard  surety  participation  in  our  bonding 
activities. 

Prior  to  PSB  Program,  the  larger  sureties  accounted  for  less  than 
1  percent  of  the  bonds  and  contract  dollars  guaranteed  in  the  pro- 
gram. In  fiscal  year  1994,  their  participation  increased  to  28  per- 
cent of  the  contract  dollars  guaranteed  and  22  percent  of  the  final 
bonds.  Approximately  20  percent  of  the  final  bonds  assisted  minor- 
ity firms.  The  average  bond  size  in  the  Preferred  Surety  Program 
is  a  bit  higher  than  the  Prior  Approval.  It  is  at  $208,000.  In  fiscal 
year  1994,  our  loss  rate  in  the  Preferred  Surety  Program  was  less 
than  1  percent.  It  was  .33  percent. 

The  PSB  Program  is  important  to  the  SBA  and  our  customers. 
It  enables  us  to  reach  more  contractors  with  more  guarantee  au- 
thority with  less  direct  SBA  resources.  It  is  important  that  this 
program  be  made  permanent. 

We  have  smother  chart  to  show  how  we  are  funded.  We  show 
that  a  revolving  fund  exists  within  the  Treasury  £ind  deposited  into 
that  revolving  nind  is  our  appropriations  that  we  receive  firom  Con- 
gress. We  also  generate  income.  We  have  fee  income  firom  sureties 
and  contractors.  Then  out  of  that,  the  guarantee  authority  is  deter- 
mined and  we  issue  the  guarantees. 

As  you  reminded  me,  we  do  have  a  few  losses  that  trickle  out  of 
the  cement  and  the  bridge  breaks  and  the  default  occurs.  However, 
when  that  default  occurs,  the  contractor  is  responsible  to  reimburse 
for  the  losses.  So,  the  surety  goes  back  to  the  contractor.  The  con- 
tractor and  surety  gets  recovery  and  we  redeposit  that  money  into 
our  revolving  fund. 

Our  appropriations  has  consistently  gone  down  since  1992,  actu- 
ally since  1991.  In  fiscal  year  1994,  we  had  an  appropriations  of 
$7  million.  For  fiscal  year  1995,  our  appropriations  request  was  for 
guarantee  authority  of  $1,769  billion  and  we  received  $5,369,000  to 
support  it.  Our  fee  income  in  1994  was  about  $11  million.  So,  far 
this  year,  the  first  quarter  we  had  generated  fee  income  of  about 
$3  million.  Our  losses  paid  in  fiscal  year  1994  was  $18  million  and 
this  year  we  have  paid  out  approximately  $5  million.  Our  recover- 
ies in  fiscal  year  1994  was  approximately  $3  million  and  so  far  the 
first  quarter  of  this  year  we  have  recovered  $615,000. 

The  program  does  generate  significant  income.  Obviously,  we 
track  with  the  construction  industry.  When  the  construction  is 
down,  our  volume  is  down.  However,  we  have  been  able,  over  the 
last  5  years,  to  reduce  the  appropriations  request  and  also  main- 
tain a  program  volume  at  fairly  steady  pace,  even  though  we  are 
giving  a  lesser  guarantee. 

In  our  new  streamlining  proposal,  we  did  say  that  we  could  in- 
crease the  fee  income  and  also  we  would  consolidate  offices  to  fur- 
ther the  efficiency  of  the  program.  It  was  a  tough  choice.  We  do  not 
like  to  put  the  burden  on  the  small  businesses,  but  there  is  a  lot 
of  tough  choices,  as  you  know,  being  made  today,  and  the  program 
almost  breaks  even  as  we  operate  today.  By  increasing  the  fees,  the 
$2  per  $1,000  on  the  small  business,  we  would  reduce  our  appro- 


priations  and  go  back  and  amend  our  fiscal  year  1996  request  of 
$5.5  million  in  appropriations  to  $2.5  million  for  our  reserve  fund. 

You  had  asked  us  to  comment  on  the  GAO  survey  in  the  invita- 
tion and  we  did  not  receive  that,  but  we  will  be  happy  when  we 
receive  the  final  report  to  give  you  comments  on  that.  This  con- 
cludes my  remarks.  I  would  be  pleased  to  respond  to  questions. 

[Ms.  Heeschulte's  statement  may  be  found  in  the  appendix.] 

Chairman  Manzullo.  Thank  you  very  much. 

Ms.  Norberg. 

TESTIMONY  OF  DENISE  NORBERG,  GUST  A.  NORBERG  &  SON, 
INC.,  CfflCAGO,  nXINOIS,  ON  BEHALF  OF  AMERICAN  SUB- 
CONTRACTORS' ASSOCIATION 

Ms.  Norberg.  Thank  you.  I  am  pleased  to  be  here  this  morning. 
As  the  president  of  Gust  A.  Norberg  &  Son,  I  am  a  master  stair 
builder  from  Chicago,  Illinois.  But  I  am  here  today  representing 
the  American  Subcontractors  Association  which  is  an  organization 
of  over  6,000  members  representing  all  specialty  trades  in  the  con- 
struction industry.  We  have  approximately  75  cnapters  nationwide. 

The  demand  for  surety  bonds  has  been  growing  in  all  sectors  of 
the  construction  market,  whether  public  or  private,  and  through 
general  contractor  and  subcontractor  categories.  At  the  same  time, 
however,  there  is  evidence  that  some  contractors  and  particularly 
small  and  emerging  firms  have  some  difficulty  in  obtaining  the  full 
amount  of  surety  bonding  for  which  they  are  qualified. 

Now  contractors  usually  turn  to  their  surety  agent  when  they  are 
looking  for  ways  to  become,  shall  we  say,  more  credit  worthy.  But 
unfortunately,  according  to  two  surveys  conducted  by  the  Founda- 
tion of  the  American  Subcontractors  Association,  specialty  contrac- 
tors all  too  frequently  do  not  receive  the  level  of  service  that  they 
may  need.  The  extent  of  the  failure  of  the  private  agency  system 
to  serve  the  needs  of  contractors  is  clearly  demonstrated  by  some 
examples  from  these  surveys. 

For  example,  only  43  percent  of  the  agents  provided  positive  ad- 
vice useful  in  preparing  material  for  submission  to  a  surety.  Only 
29  percent  explained  surety  underwriting  criteria  in  advance  of 
submitting  the  subcontractors  case  to  a  surety.  Only  24  percent  ad- 
vised the  contractor  of  underwriting  changes  prior  to  their  imple- 
mentation. 

This  kind  of  lack  of  service  is  particularly  deadly  to  us  at  a  time 
when  underwriting  standards  tend  to  be  in  a  state  of  evolution, 
and  the  cyclical  nature  of  the  market  is  creating  so  much  uncer- 
tainty. As  one  contractor  told  the  American  Subcontractors  Associa- 
tion, every  time  I  deal  with  my  surety  agent,  I  feel  a  little  like 
Charlie  Brown  playing  football  every  year  with  Lucy. 

Since  we  just  heard  firom  the  GAO,  we  would  like  you  to  keep 
in  mind  today  the  fluctuation  of  the  surety  market.  During  the  last 
couple  of  years,  there  has  been  a  relatively  soft  bonding  market,  so 
today  there  may  be  windows  of  opportunity  that  exists  for  many 
contractors.  However,  in  our  experience,  even  when  bonds  are  more 
attainable,  contractors  receive  somewhat  inconsistent  service  and 
inequitable  access  to  bonds. 

So  while  ASA  acknowledges  that  there  is  a  problem  with  surety 
bonding,  we  still  do  not  believe  there  is  any  one  particular  solution. 
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But  let  us  suggest  a  couple  of  things.  One  solution  we  think  is 
SBA's  Surety  Bond  Guarantee  Program  and  ASA  strongly  supports 
that  program.  But  we  would  not  mind  seeing  a  few  improvements 
or  modifications.  As  you  know,  the  recently  past  Federal  Act  Re- 
scission Streamlining  Act  raised  the  Miller  Act  threshold  to 
$100,000.  As  a  result  of  this  law,  fewer  contractors  will  be  required 
to  obtain  bonds  because  other  payment  protections  can  then  be 
used  in  their  place.  As  a  result,  SBA  should  now  be  able  to  reallo- 
cate resources  to  meet  the  bonding  needs  of  small  firms,  but  on 
larger  contracts. 

So  our  first  recommendation  then  is  to  increase  the  maximum 
bond  size  allowable  under  the  program  in  order  to  serve  an  expand- 
ing pool  of  businesses  without  increased  cost  to  Government.  We 
believe  that  the  pilot 

Chairman  Manzullo.  Let  me  interrupt  you  just  a  second  here. 
I  am  not  going  to  take  away  from  your  time.  There  is  a  different 
threshold  for  minority  businesses  and  nonminority  business  with 
regard  to  the  level  of  bonding;  is  that  correct? 

Ms.  Kleeschulte.  Are  you  talking  about  the  contract  size? 

Chairman  Manzullo.  You  had  stated  before  that  minorities  get 
preference  on  the  surety  bonds  of  90  percent  to  $100,000? 

Ms.  Kleeschulte.  Correct.  On  all  bonds  of  $100,000  or  less,  we 
give  a  90  percent  guarantee  in  the  Prior  Approval  Progpram.  How- 
ever, for  minorities  we  give  them  the  fiill  90  percent  guarantee  up 
to  the  maximum  contract  size  of  $1,250,000. 

Chairman  MANZULLO.  So  there  is  a  double  standard  there? 

Ms.  Kleeschulte.  Giving  the  minorities  the  break. 

Chairman  Manzullo.  Pardon? 

Ms.  Kleeschulte.  For  the  minorities  up  to  the  $1,250,000. 

Chairman  MANZULLO.  There  are  two  standards  that  are  opera- 
tive with  regard  to  the  thresholds? 

Ms.  Kleeschulte.  Correct. 

Chairman  Manzullo.  Go  head,  Ms.  Norberg. 

Ms.  Norberg.  We  also  believe  that  the  pilot  Preferred  Surety 
Bond  Guarantee  Program  has  by  this  time  established  somewhat 
of  a  successful  track  record  which  demonstrates  its  usefulness  to 
small  business.  This  enables  companies  to  use  carriers  that  they 
might  have  available  to  serve  their  other  business  needs,  but  re- 
quires less  paperwork  than  SBA's  regular  Prior  Approval  Program. 
So,  the  PSBG  Program  is  scheduled  to  expire  on  September  30,  as 
we  know;  and  as  our  second  recommendation  ASA  urges  this  sub- 
committee to  review  this  program  and  to  consider  extending  it. 

No  matter  how  successful  the  program  is  for  individual  compa- 
nies that  participate,  the  SBA  Surety  Bond  Programs  would  better 
serve  the  entire  small  business  community  if  the  program's  visi- 
bility was  improved.  Therefore,  our  third  recommendation  for  the 
Surety  Bond  Guarantee  Program  is  to  include  notice  on  Govern- 
ment solicitations  for  contracts  that  require  bonding.  Bidders 
should  simply  be  alerted  to  the  av£iilability  of  the  SBA  Programs 
for  surety  bonding.  That  is  all  we  ask, 

SBA  has  consistently  been  able  to  increase  the  Surety  Bond 
Guarantee  Program's  overall  maximum  guarantee  limit  while  at 
the  same  time  decreasing  its  cost,  as  we  have  already  heard 
through  effective  management  and  minimal  losses.  For  example,  in 


Fiscal  Year  1996,  with  actually  less  than  $6  million  in  appropria- 
tions, the  program  is  authorized  to  provide  almost  $1.8  billion  in 
bonding  assistance.  That  is  an  enormous  amount  of  assistance  to 
the  small  businesses  of  America  and  as  business  people,  we  recog- 
nize a  good  return  on  investment  when  we  see  one.  I  have  to  tell 
you  that  I  only  wish  my  business  or  I  personally  had  this  kind  of 
success  with  return  on  investment  in  my  portfolio,  and  I  do  not  by 
far. 

For  this  reason,  the  subcommittee  should  consider  the  value  of 
the  SBA  Surety  Bond  Guarantee  Program  to  assure  that  small 
businesses  do  have  access  to  participation  and  that  is  in  all  kinds 
of  contracts,  both  public  and  private.  We  think  this  is  a  real  oppor- 
tunity for  small  businesses  and  we  so  often  hear  that  small  busi- 
nesses drive  the  economy  of  this  country. 

In  addition  to  SBA's  Surety  Bond  Guarantee  Program,  ASA  is 
providing  this  subcommittee  with  further  recommendations  for  im- 
proving the  payment  rates  of  small  businesses  and  their  access  to 
bonding.  So,  some  of  our  other  suggestions  include  the  following. 
First,  full  disclosure  of  why  a  contractor  was  denied  a  bond  and 
what  actions  are  necessary  to  change  that  decision;  second,  expan- 
sion of  the  bond  waiver  pilot  program  currently  in  place  under  the 
Small  Business  Act  to  allow  for  alternative  payment  protections; 
third,  the  exercise  of  your  oversight  authority  to  assure  that  OFPP 
and  DOD  end  their  procrastination  on  the  implementation  of  Policy 
Letter  914  which  would  allow  the  use  of  irrevocable  letters  of  credit 
in  lieu  of  surety  bonds;  and  fourth,  the  amendment  of  the  Miller 
Act  to  improve  the  payment  rights  for  subcontractors  and  suppliers 
through  payment  bonds. 

Our  written  testimony  provides  some  more  details  on  these  rec- 
ommendations and  we  would  be  happy  to  discuss  the  details  fur- 
ther with  you,  if  you  wish. 

In  conclusion,  Mr.  Chairman,  ASA  looks  forward  to  working  with 
you  and  this  subcommittee  to  explore  the  barriers  to  adequate  sur- 
ety bonding  for  qualified  contractors  and  work  toward  solutions  to 
this  problem.  We  believe  that  significant  progress  can  be  made 
with  the  legislation  and  the  regulatory  changes  we  have  suggested 
today.  I  thank  vou  for  allowing  me  to  be  here  and  represent  ASA. 

[Ms.  Norbergs  statement  mav  be  found  in  the  appendix.] 

Chairman  Manzullo.  Thank  you  for  coming  all  the  way  from 
Chicago.  We  appreciate  that. 

Mr.  Curtin. 

TESTIMONY  OF  JOHN  J.  CURTIN,  JR.,  PRESIDENT,  CURTIN 
INTERNATIONAL  INSURANCE  AND  BONDING  AGENCY,  INC., 
LEXINGTON,  MASSACETUSETTS,  ON  BEHALF  OF  THE  NA- 
TIONAL ASSOCIATION  OF  SURETY  BOND  PRODUCERS 

Mr.  CURTIN.  Mr.  Chairman,  thank  you.  Since  you  have  already 
heard  a  lot  of  data,  I  am  not  going  to  reiterate  numbers  and  statis- 
tics. I  will  try  to  personalize  this,  if  I  might.  If  you  take  a  look  at 
the  surety  industry,  you  are  looking  at  something  that  is  approxi- 
mately 100  years  old.  The  concept  of  surety,  however,  predates  the 
code  of  Hammurabi.  If  you  go  back  and  look  at  the  history  of  it, 
there  is  an  interesting  passage  in  the  book  of  Proverbs.  It  says  that 
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he  is  surety  for  a  stranger  shall  smart  for  it.  It  also  says,  he  who 
hateth  surety  is  sure.  I  am  sure  you  have  heard  both  sajdngs. 

Chairman  Manzullo.  It  also  says,  to  owe  man  nothing,  but  to 
love  him.  That  is  in  Romans. 

Mr.  CURTIN.  My  point  in  bringing  this  all  up  is  that  there  are 
probably  millions  of  people  around  this  country  who  own  pickup 
trucks,  tool  boxes,  and  have  pens,  and  any  one  of  them  is  capable 
of  calling  himself  at  any  particular  given  time  a  contractor.  Now, 
in  order  for  that  contractor  to  go  from  remodeling  houses,  fixing 
porches,  doing  lawns,  et  cetera,  on  public  or  much  commercial 
work,  there  has  to  be  some  standard  of  qualification  and  that  is 
where  we  come  in  as  the  surety  industry. 

Now  that  the  baseball  strike  has  been  settled,  I  guess  I  can  use 
a  baseball  analogy  because  I  am  willing  to  bet  that  practically  ev- 
erybody in  this  room  at  some  point  in  time  has  had  a  ball  and  a 
bat  and  a  glove  in  their  hands.  Some  of  us  did  not  make  it  past 
Little  League;  some  got  to  high  school;  some  made  it  to  Legion  ball; 
some  made  it  to  college.  Those  who  aspire  to  go  forward  and  make 
it  in  the  major  leagues  now  face  the  tough  test  of  qualification.  Are 
they  good  enough?  C£in  they  throw  hard  enough?  Can  they  throw 
accurately?  Can  they  hit  the  ball?  Can  they  catch?  Can  they  hit  the 
cutoff  man?  They  have  to  go  to  a  talent  scout  to  evaluate  their  tal- 
ent. That  is  where  the  surety  agent  is  supposed  to  come  into  play. 

The  agent  is  supposed  to  make  a  summary  judgment,  an  initial 
judgment,  as  to  where  this  particular  aspirant  is  going  to  land.  Do 
we  send  him  to  A  ball,  AA  ball,  AAA  ball,  or  do  we  sent  him  right 
to  the  majors?  Or  in  the  absence  of  real  talent,  but  qualification  po- 
tential, do  we  send  them  to  the  instructional  league.  That  is  where 
the  SBA  comes  in  and  that  is  why  the  surety  industry  supports  it. 

There  are  many,  many  instances  that  we  see  on  a  daily  basis 
where  people  come  to  us.  They  have  got  the  raw  talent,  but  they 
have  not  marshalled  it  all.  They  are  good  as  self-employed  individ- 
uals, but  we  do  not  know  for  sure  whether  they  have  got  the  talent, 
the  skills  to  actually  run  a  business. 

The  private  sector  may  not  be  willing  to  take  that  risk  all  by  it- 
self, to  guarantee  that  these  people  can  run  a  business.  So,  we 
come  to  the  SBA  and  we  ask  for  their  assistance.  For  the  last  20- 
odd  years  they  have  given  it  to  us,  and  we  believe  that  we  have 
forged  a  strong  partnership  with  the  SBA,  and  urge  particularly 
that  the  prior  approval  as  well  as  the  preferred  provider  programs 
be  continued. 

Let  me  give  you  a  couple  of  examples  of  the  benefits  that  we  see 
out  of  my  own  files.  A  minority  contractor  by  the  name  of  Leo  Han- 
ford  came  to  me  in  1992.  That  year  he  had  lost  approximately  a 
quarter  of  a  million  dollars.  His  net  worth  was  down  to  a  deficit 
$171,000.  That  was  on  sales  of  $890,000  that  year.  This  past  year 
as  of  December  31,  1994,  Leo  Hanford  made  $324,000  after  having 
paid  $166,000  in  taxes.  His  net  worth  is  now  up  to  $446,000  and 
a  week  ago,  I  wrote  a  bond  for  him  outside  the  SBG  Program  for 
$2,700,000. 

Tyrone  Jones  came  to  us  in  1989.  Tyrone  was  a  sole  proprietor. 
He  made  $111,000  that  year  on  sales  of  $196,000.  As  of  his  last  fis- 
cal year,  March  31  of  1994,  he  made  $192,000,  after  having  paid 
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taxes  of  $119,000  on  sales  of  $1,600,000  and  he  has  gone  from 
being  a  painting  contractor  into  the  general  construction  business. 

Wilson  Five  Associates,  run  by  a  former  sergeant  in  the  Air 
Force,  an  advance  man  for  Kissinger,  who  took  his  wife  and  his 
three  kids  and  formed  Wilson  Five,  a  maintenance  and  cleaning 
company  up  in  Kittery,  Maine.  When  he  came  to  us  his  net  worth 
was  $24,000.  He  was  in  the  SBG  Program  when  we  first  started. 
Their  net  worth  is  now,  as  of  their  last  fiscal  year,  well  in  excess 
of  a  million  and  they  are  doing  business  in,  I  think,  six  States 
without  SBG  assistance. 

Sue  Muckle  joined  her — we  call  them  the  beatnik  carpenter — 
husband,  both  Brown  graduates.  She  was  a  project  manager  for  a 
digital  equipment  company.  She  took  over  the  running  of  this  busi- 
ness. They  are  now  the  premier  historical  restoration  contractors  in 
Eastern  Massachusetts. 

These  are  all  stories  that  began  with  the  SBA.  They  are  about 
people  who  came  to  us  with  a  limited  amount  of  talent,  perhaps  a 
limited  amount  of  capital.  Perhaps  they  had  been  viciously  hurt  by 
somebody,  stiffed  by  somebody  who  did  not  pay  them.  In  each  of 
these  instances,  the  SBA  gave  us  the  rationale  and  the  support  to 
go  forward  and  bond  these  people.  We  have  taken  them  out  of  the 
program  when  it  was  warranted  and  they  have  gone  on  to  success- 
ful careers. 

I  would  like  to  make  a  comment,  if  I  might,  on  the  increase  in 
the  fee  of  $2.  If  that  is  levied  on  the  contractor,  I  believe  it  is  going 
to  put  the  contractor  at  a  serious  competitive  disadvantage.  As  it 
is  today,  the  SBA  is  charging,  with  the  fee  and  the  surety  rate,  $26 
a  $1,000  on  the  contract  price  for  the  bonds  that  they  give.  That 
is  in  essence,  260  basis  points.  The  Surety  Association  of  America's 
standard  rate  starts  at  $25,  drops  to  $15  after  $100,000  and  $10 
after  $500,000.  On  a  $1,250  million  contract,  the  SAA's  rate  to  a 
contractor  is  $16,000  for  a  bond.  The  SBA  will  be  $32,500.  At  a  flat 
$25  rate,  we  are  talking  about  a  $3 1,000  bond  cost.  If  you  go  to  a 
flat  $30,  the  only  guy  that  the  SBG  contractor  can  beat,  if  he  is 
pushed  up  to  $28,  is  the  guy  at  a  flat  $30. 

I  think  that  in  a  highly  competitive  construction  environment 
that  raising  that  $2  is  a  mistake.  I  would  be  happy  to  provide  the 
downside  of  participation  in  construction  if  anybody  wants  to  hear 
it. 

The  human  part  of  the  construction  industry  is  where  we  are 
coming  from.  We  try  to  counsel  people.  We  try  to  help  people.  We 
try  to  help  them  avoid  failure,  in  the  construction  industry  is  not 
a  pretty  sight.  When  people  go  down  in  the  construction  industry, 
they  lose  everything.  We  try  very  hard  to  keep  them  from  doing 
that.  That  is  part  of  the  reason  the  surety  industry  exists.  I  would 
love  to  have  all  the  GSA's  contractors  the  GSA  surveyed  and  who 
said  they  were  unhappy  come  to  us.  I  would  like  to  have  all  of 
Denise's  subcontractors  who  are  unhappy  come  to  us  and  hopefully 
get  a  fair  shake. 

[Mr.  Curtin's  statement  may  be  found  in  the  appendix.] 

Chairman  Manzullo.  Thank  you  very  much.  We  welcome  Con- 
gressman Luther  and  Congressman  Chrysler  who  is  our  Vice 
Chairman. 
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Let  me  ask  a  few  preliminary  questions.  Anybody  who  wants  to 
respond,  please  feel  free  to  do  so.  The  total  budget  this  year  for  this 
program  is  $5.3  million? 

Ms.  Kleeschulte.  That  was  the  appropriation. 

Chairman  Manzullo.  That  provides,  I  think,  Mr.  Curtin,  in  your 
written  testimony  you  talked  about  the  actual  number  of  employ- 
ees. Are  there  about  40  SBA  employees  throughout  the  Nation  who 
administer  this  program? 

Ms.  Kleeschulte.  It  is  getting  smaller,  but  it  is  about  43,  I  be- 
lieve. 

Chairman  Manzullo.  About  43  nationwide,  and  of  the  $5.3  mil- 
lion, how  much  is  spent  administratively? 

Ms.  Kleeschulte.  Appropriations  for  guarantee  authority  can- 
not be  used  for  administration  of  the  program.  Less  than  $3  mil- 
lion. It  was  $2.7  million,  I  believe. 

Chairman  Manzullo.  How  much  was  the  dollar  loss,  for  the  past 
year? 

Ms.  Kleeschulte.  The  claims  paid  was  $18.7  million. 

Chairman  Manzullo.  How  much  of  that  was  recovered  back 
from  the  defaulting  contractor? 

Ms.  Kleeschulte.  We  recovered  $2.9  million.  Now  obviously  the 
recovery  would  not  necessarily  be  from  those  claims  that  we  paid 
because  of  the  long  tail  on  the  claims  and  the  claims  go  back  to 
prior  year  of  business. 

Chairman  Manzullo.  I  understand.  A  different  default? 

Ms.  Kleeschulte.  Exactly. 

Chairman  Manzullo.  But  is  that  normal?  That  looks  like  about 
for  every  $18  million  you  lose,  you  get  back  about  one-sixth? 

Ms.  Kleeschulte.  Probably  Mr.  Curtin  can  answer  that  when 
these  contractors  go  out,  there  is  not  very  much  left. 

Chairman  Manzullo.  There  is  not  very  much  left? 

Ms.  Kleeschulte.  Right. 

Chairman  Manzullo.  Things  disappear  with  wheels? 

Ms.  Kleeschulte.  Everything.  But  we  have  steadily  increased 
recovery.  We  implemented  a  new  computerized  claims  and  recovery 
tracking  system.  When  we  do  our  audits  and  reviews  of  surety  com- 
panies, we  certainly  look  for  recoveries  and  we  certainly  have  in- 
creased the  recovery  probably  50  percent  since  1990. 

Chairman  MANZULLO.  Does  the  SBA  hire  outside  attorneys  to  go 
after  these  assets? 

Ms.  Kleeschulte.  No,  our  partner  the  surety  company,  we  let 
them  do  the  subrogation  and  all  the  collection  of  it.  Then  we  just 
review  what  they  do.  We  do  not  have  the  resources  to  do  that. 

Chairman  Manzullo.  So  we  have  a  unique  program  here  where 
the  Government  is  a  surety  on  a  surety.  Essentially  it  is  because 
you  are  backing  up  the  surety  company  in  case  they  have  to  bail 
out  on  one  of  three  types  of  bonds  here. 

Mr.  Curtin.  Mr.  Chairman,  if  I  might. 

Chairman  Manzullo.  Please. 

Mr.  Curtin.  A  number  of  years  ago,  the  Surety  Association  of 
America  came  up  with  a  statistic  that  indicated  that  when  a  con- 
tractor goes  in  default,  the  loss  to  the  surety  generally  nms  ap- 
proximately 65  percent  of  his  backlog.  So,  if  he  had  $100,000  on  the 
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books  at  the  time,  the  surety  company  would  generally  be  out 
$65,000. 

I  think  the  point  that  needs  to  be  made  here  is  that  when  you 
look  at  the  losses  that  occur,  by  the  time  you  get  to  the  point  of 
having  the  loss,  the  corporation  is  generally  bereft  of  funds.  In 
many  cases,  the  individuals  have  stripped  themselves  of  funds,  but 
they  still  maintain  assets.  There  are  nouses.  There  may  be  real  es- 
tate and  so  forth  and  so  on. 

The  surety  industry  is  pretty  diligent  about  following  up  on 
claims  and  attempting  to  grab  whatever  assets  they  can  in  sub- 
rogation and  sometimes  that  process  can  take  anywhere  from  3  to 
5  years.  Sometimes  it  has  to  be  litigated.  There  are  fights  with 
banks  over  who  owns  what  in  many  of  these  instances.  But  recov- 
ery is  a  very  serious  business,  as  far  as  the  surety  claim  industry 
is  concerned. 

Chairman  Manzullo.  When  you  write  a  surety  bond,  Mr.  Curtin, 
that  does  not  have  the  SBA  backing,  what  type  of  collateral  do  you 
require? 

Mr.  Curtin.  Contrary  to  popular  opinion,  collateral  is  an  abhor- 
rent word  for  the  professional  surety  community. 

Chairman  Manzullo.  Security  interests? 

Mr.  Curtin.  Security  interests,  we  rely  very  much  on  our  indem- 
nity agreement  which  is  our  fimdamental  access  to  subrogation.  It 
is  an  agreement  that  gives  us  tremendous  power  and  rights  over 
our  principal,  as  well  as  over  other  creditors. 

Chairman  Manzullo.  So  you  would  stand  in  the  shoes  of  the 
contractor,  but  it  is  the  sub  that  is  default  and  causing  the  prob- 
lem? 

Mr.  Curtin.  Yes,  sir,  that  has  been  upheld  in  Federal  court.  So, 
that  we  stand  in  front  of  the  bank.  Whenever  we  stand  in  the  shoes 
of  the  contractor,  we  act  as  if  he  was  acting.  We  have  all  of  his 
rights.  We  have  all  of  his  duties  smd  responsibilities.  Because  of 
that,  if  a  bank  is  involved  in  receivable  financing,  for  instance,  we 
have  first  call  on  unbilled  contract  proceeds,  as  well  as  retainage. 
The  bank  sits  junior  to  us,  as  against  those  assets. 

Chairman  Manzullo.  Without  the  SBA  guarantees,  what  is  your 
rate  of  default  on  a  normal  nongovernment  guaranteed  surety? 

Mr.  Curtin.  Personally,  I  usually  wind  up  having  one  loss  about 
once  every  6  years  it  seems.  It  always  seems  to  run  counter  to 
what  the  rest  of  the  industry  is  doing. 

Chairman  Manzullo.  What  about  nationwide  in  dollars  or  per- 
centages? 

Mr.  Curtin.  The  largest  loss  I  have  ever  had  was  on  a  joint  ven- 
ture involving  a  minority  contractor  and  another  one  of  our  con- 
tractors. The  initial  outlay  on  the  part  of  the  surety  was  $12  mil- 
lion. The  net  loss  to  the  surety  after  about  6  years,  I  think,  was 
about  $500,000. 

Chairman  Manzullo.  Without  SBA  backing,  what  would  be  the 
normal  rate  of  default?  I  want  to  compare  that  to  the  SBA's  experi- 
ence. 

Mr.  Curtin.  The  loss  ratio  in  the  sureW  industry,  if  I  am  not 
mistaken,  runs  about  35  percent.  That  is  the  pure  loss  ratio.  That 
is  not  counting  in  expenses,  acquisitions,  costs,  et  cetera. 

Chairman  Manzullo.  What  does  that  mean,  35  percent? 
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Mr.  CURTIN.  You  could  be  talking  in  terms  of- 


Chairman  Manzullo.  No,  not  dollar  amounts,  functionally.  For 
every  100  surety  bonds  issued,  35  are  default? 

Mr.  CuRTiN,  No,  when  I  say  35,  that  is  dollars  in  versus  dollars 
out.  That  ratio  is  against  premium  volume. 

Chairman  Manzullo.  That  is  a  tremendous  loss? 

Mr.  CURTIN.  Yes,  sir. 

Chairman  Manzullo.  What  is  your  experience,  Ms.  Kleeschulte, 
on  your  loss? 

Ms.  Kleeschulte.  We  do  not  calculate  our  loss  the  same  way 
the  surety  industry  does.  We  calculate  based  on  the  claims  and  the 
money,  the  outlay  and  the  guarantee  authority.  So,  ours  is  the  2.33 
percent.  We  can  run  you  a  report.  It  is  very  difficult  for  me  to  cal- 
culate like  the  surety  industry  because 

Chairman  Manzullo.  Because  he  goes  after  the  nonmarginal 
companies  that  do  not  need  to  have  a  backup  by  the  SBA.  Is  that 
correct? 

Ms.  Kleeschulte.  No,  I  do  not  get  the  100  percent  premium.  I 
only  get  20  percent  of  the  premium  and  the  surety  industry  gets 
80  percent  of  the  premium.  So,  it  is  very  difficult  for  me  to  teke 
our  expenses.  If  I  took  it  into  the  20  percent  premium,  we  would 
probably  be  very  high. 

Chairman  Manzullo.  Let  us  see  if  some  of  the  other  questions 
may  bring  forth  more  information. 

Ms.  Kleeschulte.  I  wanted  to  go  back  to  your  previous  com- 
putations and  make  sure  you  added  in  my  fee  income  when  you 
were  doing 

Chairman  Manzullo.  We  did  leave  that  out,  did  we  not? 

Ms.  Kleeschulte.  Yes,  you  did  and  I  remembered  that.  That  is 
why  I  almost  break  even  in  this  program. 

Chairman  Manzullo.  You  start  at  $5.3  million  appropriation. 

Ms.  Kleeschulte.  Right.  That  is  for  this  year.  So,  far  we  have 
collected  $3.1  million  fees  in  income.  Last  year  with  the  losses  that 
we  were  going  over,  the  $18  million,  we  collected  almost  $11  mil- 
lion in  income. 

Chairman  Manzullo.  Thank  vou.  Mr.  Fattah. 

Mr.  Fattah.  The  gentleman  n-om  GAO  had  a  comment  to  make. 

Mr.  Wells.  I  was  just  going  to  agree  with  you  to  get  on  the 
record  your  concern  about  whether  the  SBA  is  increasing  its  risk 
as  they  bond  more?  Your  point  is  well  taken  from  a  context  of  who 
is  doing  the  bonding?  If  you  have  got  a  company  out  there  from  a 
simplification  standpoint  that  has  got  good  financials  and  has  been 
in  the  business  for  a  long  time,  the  potential  loss  rate  is  very  low. 
If  you  have  a  one-person  company  that  is  operating  out  of  a  truck, 
you  can  imagine  what  the  potential  loss  could  be. 

Typically  that  is  where  SBA  gets  into  the  guarantee  and  that  is 
the  kind  of  clientele  it  serves,  so  you  would  expect  the  risk  would 
be  greater. 

Chairman  Manzullo.  That  is  why  your  charts  indicated  that  the 
minority  businesses  had  to  put  up  more  collateral  and  et  cetera,  be- 
cause they  are  newer  businesses  and  have  not  been  around  that 
much  to  have  a  track  record. 

Mr.  Wells.  That  is  correct. 
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Chairman  Manzullo.  Mr,  Fattah,  thank  you  for  your  indul- 
gence. 

Mr.  Fattah.  Thank  you  very  much.  Is  that  correct  that  if  you 
had  a  comparable  situation  between  a  minority  company  who  was 
just  starting  up,  an  emerging  company,  and  one  who  is  a 
nonminority,  are  the  set  of  factors  in  terms  of  the  collateral  that 
is  requested  and  so  forth  the  same? 

Mr.  Wells.  As  we  are  analyzing  the  survey  results,  it  varies. 
Size  alone  cannot  totally  account  for  it.  For  instance,  a  small  firm, 
whether  nonminority  and  minority  typically  gets  asked  for  the 
same  types  of  numbers  in  terms  of  supplying  additional  records  or 
supplying  personal  financial  information.  But  the  results  of  our 
survey  indicates  that  there  is  still  significant  differences  between 
the  minority  and  the  nonminority. 

Mr.  Fattah.  How  do  you  explain  that? 

Mr.  Wells.  Unfortunately,  we  do  not  have  an  explanation.  The 
reasons  cited  were  experiences  that  the  individual  firms  reported 
to  GAO  that  had  occurred  in  their  opinion.  We  did  not  go  back  and 
verify  what  actually  took  place  between  the  surety  company  and 
that  small  business. 

Mr.  Fattah.  Thank  you.  Can  I  ask  the  gentleman  from  the  in- 
dustry a  similar  question?  It  is  kind  of  open-ended.  You  have  said 
you  have  had  some  interaction  with  minority  entrepreneurs  and 
vou  also  represent  the  entire  industry.  If  you  could  just  talk  a  little 
bit  about  what  the  experiences  are  and  what  barriers  minority  en- 
trepreneurs still  have  in  terms  of  bonding? 

Mr.  CURTIN.  I  will  give  you  a  couple  of  variations  on  that,  be- 
cause as  a  matter  of  course  everybody  gets  the  same  questions 
asked.  If  you  called  my  office  right  now  and  you  asked  for  a  pack- 
et  

Mr.  Fattah.  So  if  I  and  the  Chairman  both  walked  in  to  get  a 
bond  on  the  same  kind  of  deal  for  the  same  kind  of  contract 

Mr.  CuRTiN.  You  would  get  the  same  answer.  The  first  thing  I 
would  ask  you  for  is  a  contractor  questionnaire  which  I  would  ask 
you  to  fill  out.  That  gives  me  a  lot  of  background  information  and 
particularly  relevant  referencing  information  that  tells  me  a  lot 
about  what  other  people  think  about  you.  I  would  ask  you  for  3 
years'  financial  statements,  had  you  been  in  business  for  3  years. 
If  you  had  not  been  in  business  for  3  years,  if  you  are  a  startup, 
I  might  ask  you  for  an  opening  balance  sheet. 

In  the  absence  of  good  quality  financial  information,  I  might  ask 
for  tax  returns,  because  that  is  another  way  of  validating,  particu- 
larly if  you  are  a  corporation,  there  is  a  schedule  on  there  that 
gives  the  equivalent  of  a  balance  sheet.  If  you  are  using  one  meth- 
od of  computing  your  revenue  and  another  method  for  taxation,  I 
might  use  the  tax  return  to  compute  a  tax  differential  as  a  hidden 
liability  that  might  not  show  up. 

The  third  thing  I  would  ask  you  for  is  a  personal  financial  state- 
ment. 

Mr.  Fattah.  There  would  be  no  difference? 

Mr.  CURTIN.  There  would  be  no  difference  at  all.  I  cannot  operate 
without  these  fundamentals. 

Mr.  Fattah.  So  we  got  consistent  variables.  Now  is  there  any 
discrimination  in  the  industry  that  makes  it  more  difficult  for  mi- 
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nority-owned  businesses  or  women-owned  businesses  to  get  access 
to  bonds? 

Mr.  CuRTEN.  Not  in  my  opinion,  no  more  than  there  would  be  for 
any  other  small  business.  I  emphasize  that.  I  think  that  and  this 
is  a  comment  solely  of  my  own 

Mr.  Fattah.  How  do  you  reconcile  that  with  the  GAO's  finding? 

Mr.  CuRTiN.  I  think  that  part  of  that  comes  from  the  fact  that 
if  you  take  a  look  at  the  population  in  my  trade  association,  the 
National  Association  of  Surety  Bond  Producers,  there  are  about  570 
corporate  members.  We  are  part  of  a  universe  of  probably  85,000 
insurance  agents  nationwide.  Now  any  licensed  casualty,  property, 
insurance  agent  can  sell  bonds  if  he  chooses  to. 

If  you  walk  in  and  you  are  dealing  with  somebody  who  does  not 
understand  what  surety  is  all  about  and  thinks  they  are  selling  an 
automobile  policy,  you  are  going  to  be  so  far  out  in  left  field  in 
terms  of  the  process,  that  you  are  going  to  wind  up  being  one  of 
those  people  who  hateth  surety  and  is  sure  for  it.  Because  you  are 
not  getting  the  proper  representation;  you  are  not  getting  what  you 
should  be  getting.  I  think  a  lot  of  that  shows  up  m  some  of  these 
surveys. 

Mr.  Fattah.  Are  you  saying  that  some  of  the  differences  in  how 
some  of  these  firms  have  made  out  with  your  industry  has  to  do 
with  their  going  to  inexperienced  surety  agents? 

Mr.  CuRTlN.  Yes,  sir. 

Ms.  NoRBERG.  I  would  like  to  add  something. 

Mr.  Fattah.  Please. 

Ms.  NoRBERG.  Because  the  point  was  raised  a  little  bit  by  Mr. 
Curtin  already.  Just  as  there  is  a  universe  of  qualified  and  vir- 
tually unqualified  subcontractors,  the  same  is  true  in  the  bonding 
industry.  But  what  I  did  not  want  to  lose  sight  of  is  whether  a 
member  of  ASA  is  a  white  male,  owned  business,  minority,  or 
women-business.  What  sometimes  happens  is  by  size,  being  a  small 
business,  is  where  you  can  run  into  a  substantial  difficulty. 

We  believe  that  the  access  problems  of  small  business  are  veiy 
much  the  same  as  women  or  minority-owned  business.  ASA,  al- 
though it  believes  in  a  level  playing  field,  acknowledges  that  we 
have  very  similar  access  problems.  That  is  occurring  in  the  bonding 
industry  and  whether  we  measure  it  statistically  and/or 
anecdotally,  there  are  enough  things  out  there,  and  I  know  Mr. 
Curtin  acknowledges  that,  that  whetner  you  can  measure  a  pattern 
of  overt  discrimination  or  not,  small  businesses  have  problems. 

Whether  more  small  businesses  who  are  not  qualified  in  the  pri- 
vate sector  are  applying  imder  the  SBA  Program,  I  do  not  know 
that  they  know  it  or  we  Know  it,  but  these  are  major  issues  to  raise 
and  we  nave  to  keep  in  mind  that  the  small  business  is  what  drives 
America.  That  is  what  we  are  concerned  about  is  not  losing  the  op- 
portunity to  establish  the  ability  of  small  business  to  qualify  and 
hopefully  then  those  businesses,  as  Jack  said  earlier,  are  graduated 
out  of  such  programs  and  then  become  major  contributors  to  the 
economy. 

Mr.  Curtin.  Let  me  make  another  analogy,  if  I  may.  Nobody  gets 
mad  at  people  who  have  to  plunk  down  $150,000  to  get  a  franchise 
to  go  into  business.  But  if  I  say  that  the  minimum  opening  capital 
requirement  to  go  into  the  construction  business  is  $150,000,  there 
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would  be  thousands  of  unhappy  people  out  there  looking  for  my 
head  tomorrow. 

Business  requires  capital.  I  do  not  care  what  the  business  is.  All 
we  are  doing  is  starting  out  with  what  is  the  basis?  What  is  the 
financial  basis  that  this  company  is  going  to  run  on?  How  much 
gas  is  in  that  tank?  How  far  that  tank  of  gas  is  going  to  take  that 
car  is  going  to  depend  a  lot  on  how  that  car  is  driven.  It  is  our  job 
to  assess  the  driver's  capabilities  as  well  as  what  is  in  the  tank. 

Mr.  Fattah.  Thank  you,  Mr.  Chairm^an. 

Ms.  Kleeschulte.  Could  I  add  to  that?  In  my  program  I  have 
never  played  the  numbers'  game.  I  am  not  seeking  to  write  or  to 
guarantee  everv  bond.  I  do  feel  that  it  is  our  responsibility  that 
when  the  small  business  comes  to  our  office  or  contacts  us  by 
phone,  we  are  to  get  them  looked  at  and  get  them  looked  at  fairly. 

Many  times  we  give  them  a  list  of  participating  sureties  in  our 
programs  and  agents.  We  never  hear  from  them  again.  I  view  that 
as  part  of  our  responsibility.  Sometimes  we  find  out  that  yes  indeed 
they  got  bonded  without  us,  and  that  is  OK.  That  is  what  we  are 
there  for. 

So  many  times  we  give  the  service  and  we  work  with  them  to  get 
them  looked  at  or  we  will  do  training  and  outreach  efforts  to  m^e 
sure  they  know — we  call  it  the  blueprint  to  bonding — on  what  a 
bond  does,  how  to  get  one  and  so  forth.  So,  much  of  our  work  is 
also  in  the  area  of  just  trying  to  educate  small  companies  on  how 
to  get  a  bond  and  where  to  get  it. 

Chairman  Manzullo.  Thank  you.  Mr.  Chrysler. 

Mr.  Chrysler.  Maybe  I  come  at  this  thing  fi-om  a  little  different 
perspective,  but  big  Government  and  excessive  regulation  and 
those  things  never — they  did  not  ever  contribute  to  building  this 
country.  Entrepreneurship,  free  enterprise,  self-made  and  self-reli- 
ant people  are  what  makes  that.  I  believe  that  people  are  smart 
enough  to  figure  out  who  they  are  doing  business  with  and  whether 
they  are  going  to  be  able  to  complete  a  contract  or  not.  I  think  peo- 
ple who  do  business  are  smart  enough  to  figure  out  whether  they 
are  going  to  get  paid  for  that  without  going  through  all  of  this.  Any 
comments  about  that? 

Ms.  NoRBERG.  I  agree  with  you,  as  a  businessperson.  ASA  agrees 
with  you  in  large  measure.  ASA  as  an  association  obviously  dis- 
likes, because  we  are  comprised  of  small  business  people  and  entre- 
preneurs, we  dislike  Grovemment  regulation.  But  we  carry  a  certain 
burden  by  the  nature  of  what  we  have  to  do  in  this  country  and 
by  the  nature  of  what  we  have  built. 

With  this  kind  of  a  program,  the  reason  that  we  are  here  today 
testifying,  is  because  we  think  it  is  a  good  investment  of  taxpayer 
dollars.  If  we  did  not,  we  would  not  be  pleading  for  it  solely  on  the 
basis  of  getting  a  leg  up.  As  I  said  before,  we  believe  in  a  level 
playing  field. 

But  if  this  kind  of  investment  can  provide  better  access  to  Gov- 
ernment or  private  contracting  ability  and  provide  better  contrac- 
tors for  you  in  the  long  run  and  for  the  public  for  the  use  of  its 
tax  dollars,  then  we  think  it  is  a  good  idea.  That  is  what  we  believe 
is  true  of  these  particular  programs,  because  of  the  amount  of  use 
and  the  amount  of  what  we  feel  are  developed  contractors  that  can 
then  proceed  on  to  other  things. 
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So  we  are  not  talking  about  throwing  dollars  away  here.  We  are 
talking  about  allocating  dollars  where  we  think  they  are  properly 
used.  As  I  said,  I  think  the  return  in  investment  is  one  that  any 
one  of  our  members  would  think  is  a  pretty  good  one. 

Mr.  CURTIN.  I  am  on  her  side.  I  agree  with  you,  but  I  think  you 
have  to  keep  in  mind  the  fact  that  the  construction  industry  is 
unique.  The  construction  industry  is  the  only  business  in  this  coun- 
try where  the  price  is  given  before  the  costs  are  really  known  and 
that  is  a  big  risk  for  anybody  to  take — ^to  go  out  there  and  price 
a  product;  to  say  I  am  going  to  do  this;  and  it  is  going  to  cost  so 
much  when  you  really  do  not  know  exactly  what  the  cost  is  going 
to  be. 

It  is  the  only  business  that  I  know  of  where  you  can  still  enter 
by  the  strength  of  your  back.  You  can  go  out  there  and  start  work- 
ing in  the  summer  for  a  contractor,  learn  a  trade,  and  you  are  not 
going  to  get  the  minimum  wage  in  most  cases.  You  are  going  to  get 
paid  a  pretty  good  dollar. 

So  as  people  grow  up  and  begin  to  learn  these  skills  that  are 
used  in  tne  trades,  and  those  that  are  needed  in  the  business,  they 
begin  to  think,  boy,  now  I  can  do  this,  that,  and  the  other  thing. 
Maybe  I  ought  to  learn  a  little  bit  about  estimating.  Now  I  learned 
a  little  bit  about  estimating;  I  want  to  learn  a  httle  bit  about 
project  management.  You  learn  a  little  bit  about  project  manage- 
ment. Eventually  you  say,  I  want  to  go  into  business  for  myself. 

Now  they  wind  up  butting  heads  with  somebody  like  me  who  is 
saying,  what  are  your  qualifications?  I  go  back  to  my  baseball  anal- 
ogy. Maybe  the  guy  is  a  good  estimator,  but  he  does  not  know  any- 
thing about  cost  controls. 

I  will  give  you  a  great  example.  The  former  head  of  the  NAACP 
in  Boston  came  to  us  in  1971  and  said  look,  I  want  to  go  into  the 
construction  business.  I  am  here  to  make  profits  not  solve  social 
problems.  We  put  him  in  business.  We  bonded  him  for  about  4 
years.  The  guy  worked  magnificently.  He  was  on  the  cover  of  Engi- 
neering News  Record  in  1972.  One  month  later  the  guy  was  broke. 
The  reason  he  went  broke  as  a  minority  contractor  was  that  he 
hired  too  many  white  estimators  who  did  not  know  how  to  do  the 
work.  He  knew  how  to  manage  up  to  a  point,  but  this  man  was  a 
classic  entrepreneur.  Great  guy.  He  is  back  in  the  construction 
business.  As  a  matter  of  fact,  he  is  back  running  the  NAACP  in 
Boston. 

But  we  need,  somebody  to  help  us  help  these  people.  If  you  take 
the  private  sector  and  you  say  to  me,  I  want  you  to  bond  Mr. 
Chrysler  and  build  that  building  over  there,  and  I  look  at  Mr. 
Chrysler's  qualifications.  If  you  do  not  have  the  package,  if  you 
cannot  satisfy  that  I  am  making  a  judgment  and  sajdng  to  some- 
body, this  man  is  qualified.  He  can  do  tnat  job.  If  he  cannot;  I  will. 
I  need  some  help,  and  that  is  why  I  come  to  the  SBA. 

Mr.  Chrysler.  I  guess  I  have  always  looked  at  those  things  as 
what  really  happens  in  those  cases  is  you  are  really  buying  the  per- 
son, as  you  say,  the  person.  That  is  who  you  are  really  buying  in 
this  thing.  I  have  always  said  that  about  banks.  Banks  never  really 
want  to  really  own  your  inventory  or  want  to  own  your  building 
and  when  they  make  a  loan  to  you,  they  are  really  buying  the  per- 
son that  comes  in  there  and  makes  that  presentation  and  is  that 
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person  and  looks  like  the  type  of  person  that  is  going  to  follow 
through  on  their  word.  That  is  how  relationships  are  built  certainly 
in  business  as  well  as  in  bsinking. 

Mr.  CuRTiN.  People  come  to  us  a  lot  and  they  say,  we  have  got 
the  same  amount  of  money  as  the  guy  down  the  street.  How  come 
he  is  getting  more  bonds  than  we  get?  The  answer  generally  is,  did 
it  ever  occur  to  you  that  he  might  be  smarter  than  you  are? 

Ms.  NORBERG.  May  I  add  one  comment  also.  We  have  to  remem- 
ber that  the  Miller  Act  requires  bonding.  When  that  is  in  place,  if 
businesses  want  to  deal  with  the  Federal  Government,  they  do  not 
have  a  lot  of  choice  on  public  work,  as  long  as  these  regulations  are 
there.  I  had  neglected  to  mention  one  thing  to  you  about  ASA  and 
that  we  are  comprised  of  people  who  do  not  want  to  come  whining 
to  Government  for  solutions,  particularly  at  cost  to  the  taxpayers, 
because  it  is  our  money  too. 

What  we  find  though  is  when  we  come  to  you  as  Members  of  our 
legislature  for  solutions,  whether  regulatory  or  statutory,  we  come 
because  we  either  feel  we  cannot  negotiate  as  small  businesses  in- 
dividually and  we  do  not  have  enough  strength  collectively,  or  we 
feel  that  this  is  the  only  way  to  solve  the  problem  now  until  we  can 
then  deal  with  it,  because  we  are  not  getting  it  done  in  the  private 
sector. 

Mr.  Chrysler.  You  definitely  have  a  lot  of  work  to  do  to  get  the 
Government  out  of  the  way. 

Chairman  Manzullo.  Thank  you.  Mr.  Luther. 

Mr.  Luther.  Thank  you  very  much  and  thanks  for  the  hearing 
and  the  opportunity  to  hear  from  the  witnesses.  I  want  to  follow 
up  on  the  point  that  I  think  Mr.  Chrysler's  was  making,  because 
it  just  seems  to  me  that  the  number  one  thing  that  we  ought  to 
look  at  is,  do  we  need  the  bond  in  the  first  place?  Because  once  you 
establish  that  you  need  the  bond,  then  you  can  see  what  happens 
as  a  result  of  that.  Pretty  soon  there  are  some  small  businesses 
that  cannot  participate  because  of  it.  Or  in  order  to  participate,  we 
start  going  through  some  complex  process  of  paperwork,  guaran- 
tees, snaring,  new  offices,  and  new  bureaucracy. 

So  my  first  question  is  has  there  been  an  analysis  of  the  appro- 
priateness of  the  bond  requirement  in  the  first  instance  or  a  whole 
variety  of  Federal  Government  procurement? 

Mr.  CuRTLsr.  The  (Jeneral  Accounting  Office,  I  believe  looked  at 
this  question  in  1974.  I  may  have  the  only  copy  of  that  report  left 
in  the  country,  but  it  came  up 

Mr,  Wells.  Mr.  Chairman,  I  was  not  bom  in  1968. 

Mr.  CuRTlN.  The  GAO  did  come  down  on  the  side  of  bonds  being 
the  best  alternative  in  terms  of  seeking  out  an  entity  that  would 
qualify  contractors  who  wished  to  do  Grovemment  work.  If  you  look 
back  at  the  mid-1980's  our  business  and  the  construction  industry 
hit  the  wall  pretty  hard.  From  1983,  I  think,  to  1985,  and  you  may 
correct  me  on  the  years,  the  loss  that  was  sustained  by  the  surety 
industry  was  approximately  $1.5  billion.  Now  let  me  point  out  that 
had  that  money  not  been  paid  by  the  surety  industry,  those  losses 
would  have  had  to  have  been  absorbed  by  subcontractors,  suppli- 
ers, and  people  who  did  the  labor.  That  I  think  is  a  strong  testa- 
ment to  our  value. 
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Mr.  Luther.  I  think  it  would  helpful  if  I  could  have  a  copy  of 
that  most  recent  analysis  of  this  issue.  Has  anything  been  done 
since  then  that  you  are  aware  of? 

Mr.  CuRTiN.  Not  to  my  knowledge. 

Mr.  Luther.  Would  you  be  willing  to  give  me  a  copy  of  the  most 
recent  one  then? 

Mr.  CURTIN.  I  will  be  happy  to  send  it  down  to  you. 

Mr.  Luther.  That  would  be  great. 

Mr.  CURTIN.  Can  I  have  it  back  though? 

Mr.  Luther.  We  could  copy  it  or  whatever.  The  reason  I  look  at 
this  point  is  it  just  seems  to  me  that  there  would  be  some  instances 
where  perhaps  some  hardship  would  be  caused  by  failure  to  per- 
form or  nonperformance.  But  I  wonder  if  there  are  not  a  lot  of  in- 
stances where  that  might  be  a  little  inconvenient  if  a  contractor  did 
not  fulfill  the  responsibility.  But  as  I  understand,  the  Federal  Gov- 
ernment does  not — correct  me  if  I  am  wrong  on  this — the  Federal 
Government  does  not  make  payments  until  performance  has  been 
made,  and  I  assume  in  construction  there  are  partial  payments 
along  the  way.  I  am  a  new  Member  here,  so  I  do  not  know  all  the 
details  on  that. 

But  I  just  wonder  if  I  could  get  comments  from  some  of  the  other 
panel  members  too  if  maybe  it  is  not  time  to  take  a  real  look  at 
the  instances  in  which  we  even  require  it  in  the  first  place.  Be- 
cause if  it  is  a  small  convenience,  certainly  what  we  are  going 
through  when  we  start  requiring  these  bonds,  is  it  is  costly.  It 
fences  out  some  people.  There  is  a  lot  of  burden  associated  with  it 
every  time  we  require  a  bond.  So,  I  wonder  if  we  should  not  first 
make  that  threshold  analysis,  do  we  need  a  bond? 

Mr.  Curtin.  Let  me  suggest,  Mr.  Congressman,  that  the  Govern- 
ment does  not  bear  the  burden  of  doing  all  that  work.  I  do.  It  is 
my  paper  mill  that  gets  generated. 

Mr.  Luther.  But  the  point  is  here,  it  does  get  built  into  the  total 
cost  of — ^following  up  on  Mr.  Chrysler's  point  which  I  think  was  just 
a  very  good  one — ^it  gets  built  into  the  total  cost  and  it  is  in  essence 
not  productive.  In  other  words,  we  are  not  getting  more  goods  and 
services  as  a  result  of  it. 

Mr.  Curtin.  But  what  the  taxpayer  is  getting  is  the  satisfaction 
of  knowing  that  the  people  who  are  using  the  taxpayers'  dollars  are 
at  least  qualified  or  if  they  are  not,  somebody  is  going  to  step  in. 

There  is  another  aspect  to  this  thing  too  that  is  very,  very  impor- 
tant, and  that  is  the  payment  side  of  it.  Contracting  officers  do  not 
always  pay  upon  performance.  Sometimes  they  do  not  want  to  pay 
for  change  orders.  They  do  not  want  to  pay  for  extras.  They  do  not 
want  to  pay  for  this,  that,  or  the  other  thing.  The  payment  bond 
that  is  required  by  the  Miller  Act  is  the  only  assurance  of  payment 
that  the  subcontractor,  suppliers,  and  laborers  have  in  this  whole 
thing.  You  cannot  sue  the  Government  and  you  cannot  lien  its 
property. 

Ms.  NORBERG.  There  are,  as  ASA  will  tell  you  repeatedly,  how- 
ever, other  ideas  in  terms  of  payment  protection.  Some  of  those  are 
mentioned  in  our  written  testimony.  At  the  risk  of  making  Mr. 
Curtin  mad  again  which  we  often  do,  irrevocable  letters  of  credit, 
direct  disbursement  which  we  use  a  great  deal  in  my  home  town 
of  Chicago,  those  are  the  kinds  of  things  you  can  taxe  a  look  at. 
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as  well  as  bonding.  Whether  bonding  is  the  ideal  solution,  of  course 
it  is  for  the  bonding  industry.  Whether  it  is  for  the  construction  in- 
dustry, we  cannot  answer  that.  But  it  certainly  bears  further  obser- 
vation and  analysis. 

Mr.  Luther.  Thank  you. 

Chairman  Manzullo.  I  appreciate  it  very  much.  I  would  like  to 
leave  it  open  for  about  5  days  if  any  Members  wish  to  submit  ques- 
tions. Ms.  Kleeschulte,  we  will  be  submitting  to  you  a  question.  We 
never  were  able  to  have  enough  time  here  to  talk  about  whether 
or  not  the  increase  in  fees  would  make  those  companies  unable  to 
compete  against  those  companies  that  do  not  have  to  buy  surety 
bonds  and  perhaps  get  a  waiver  and  a  letter  of  credit,  that  type  of 
thing. 

Again,  we  appreciate  your  coming  here.  We  have  done  this  in  1 
hour  and  7  minutes.  One  of  the  experiences  that  you  will  find  with 
this  subcommittee  is  we  limit  greatly  the  number  of  witnesses  and 
we  cut  you  off  at  7  minutes.  I  thank  you  for  helping  us.  We  will 
talk  to  you  later. 

[The  information  may  be  found  in  the  appendix.] 

Chairman  Manzullo.  The  meeting  is  adjourned. 

[Whereupon,  at  11:09  a.m.,  the  subcommittee  was  adjourned, 
subject  to  the  call  of  the  Chair.] 
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APPENDIX 


STATEMENT  OF  CHAIRMAN  DON  MANZULLO 

SUBCOMMITTEE  ON  PROCUREMENT,  EXPORTS,  AND 

BUSINESS  OPPORTUNITIES 

SMALL  BUSINESS  COMMITTEE 

APRIL  5,  1995 

10:00AM  ROOM  2359  RHOB 

THE  SUBCOMMITTEE  WILL  COME  TO  ORDER. 
TODAY  OUR  SUBCOMMITTEE  WILL  BEGIN  TO  EVALUATE 
THE  APPROPRIATE  ROLE  AND  EFFECTIVENESS  OF  THE 
SBA'S  SURETY  BOND  PROGRAM. 

AS  PART  OF  THE  SMALL  BUSINESS  CREDIT  AND 
BUSINESS  OPPORTUNITY  ENHANCEMENT  ACT  OF  1992, 
CONGRESS  MANDATED  THAT  THE  GENERAL  ACCOUNTING 
OFFICE  CONDUCT  A  COMPREHENSIVE  SURVEY  OF 
BUSINESS  FIRMS  TO  LEARN  OF  THEIR  EXPERIENCE 
IN  OBTAINING  SURETY  BONDS.   TODAY,  THE  GAO 
WILL  RELEASE  THE  PRELIMINARY  FINDINGS  OF 
THEIR  SURVEY.   IT  IS  EXPECTED  THAT  BY  MAY  OR 
JUNE,  THE  GAO  WILL  COMPLETE  THE  FINAL  REPORT. 
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THE  CLINTON  ADMINISTRATION  HAS  PROPOSED 
INCREASING  A  VARIETY  OF  FEES  FOR  THOSE  WHO 
PARTICIPATE  IN  THE  SURETY  BOND  PROGRAM.   I 
WOULD  ALSO  APPRECIATE  THE  WITNESSES 
COMMENTING  ON  THOSE  PROPOSALS  TO  SEE,  IF  IN 
THEIR  MIND,  THESE  WOULD  INCREASE  OR  DECREASE 
PARTICIPATION  OF  SMALL  BUSINESSES  IN  FEDERAL 
GOVERNMENT  PROCUREMENT  OPPORTUNITIES. 

FIRST,  JIM  WELLS  OF  THE  GAO  WILL 
ANNOUNCE  THE  PRELIMINARY  FINDINGS  OF  THE 
SURETY  BOND  SURVEY.   SECOND,  MARY  JEAN  RYAN 
WILL  DISCUSS  THE  ADMINISTRATION'S  PERSPECTIVE 
ON  THIS  SURVEY  AND  THE  SURETY  BOND  PROGRAM. 

TO  OFFER  SOME  REAL-LIFE  PERSPECTIVE  TO 
THIS  ISSUE,  DENISE  NOBERG  OF  GUST  A.  NORBERG 
&  SONS  OF  CHICAGO  WILL  PRESENT  THE 
SUBCONTRACTORS  VIEWPOINT.   THEN  JOHN  CURTIN, 
OF  CURTIN  INTERNATIONAL  INSURANCE  AND  BONDING 
OF  LEXINGTON,  MASSACHUSETTS,  WILL  PRESENT  THE 
PERSPECTIVE  OF  SURETY  INDUSTRY. 

MR.  WELLS,  PLEASE  PROCEED. 
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Statement  of 

John  J.  Curtin,  Jr., 

President  of  Curtin  International 

Insurance  and  Bonding  Agency,  Inc., 

Lexington,  MA 

on  behalf  of 
The  National  Association 
of  Surety  Bond  Producers 

on  the  subject  of 

Small  Business  Access  to  Surety  Bonding  and  the 

Assistance  Provided  by  the  Small  Business 

Administration's  Bond  Guarantee  Program 

before  the 

House  Committee  on  Small  Business, 

Subcommittee  on  Procurement,  Exports,  and 

Business  Opportunities 

April  5, 1995 
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Statement  of  the 

National  Association  of  Surety  Bond  Producers 

on  the  SBA's  Surety  Bond  Guarantee  Programs 

April  5, 1995 

Thank  you  Chairman  Manzullo  for  holding  this  hearing  on  the  subject  of 
small  business  access  to  surety  bonding  and  the  assistance  provided  by  the  Small 
Business  Administration's  Surety  Bond  Guarantee  Program. 

The  Curtin  International  Insurance  and  Bonding  Agency,  Inc.,  is  an 
independent  insurance  agency  specializing  in  providing  surety  bonds  to  construction 
contractors.  The  National  Association  of  Surety  Bond  Producers  (NASBP)  is  an 
organization  of  570  insurance  agencies  and  brokerages  that  are  recognized  as 
specialists  in  providing  surety  bonds  and  insurance  to  construction  firms. 

Surety  bonds  are  obtained  through  insurance  agents  and  brokers,  often  called 
producers.  These  producers  guide  contractor  clients  through  the  prequalification 
process  and  help  develop  a  business  relationship  with  the  surety  company. 
Producers  work  closely  to  assist  the  contractor  in  preparing  the  necessary 
information  and  addressing  any  questions  the  underwriter  may  have.  The  producer 
also  may  help  the  contractor  seek  out  projects  to  build  a  track  record  that  will  assist 
in  obtaining  surety  bonds  for  larger,  more  sophisticated  projects. 

The  in-depth  process  needed  to  prequalify  a  contractor  isn't  a  simple  matter  of 
using  standardized  formulas,  filling  in  the  blanks,  and  then  simply  stamping 
"approved"  or  "rejected"  on  the  contractor's  bond  application.  The  surety  bonding 
process  involves  considerable  time  and  effort  by  the  contractor,  the  producer  and 
the  surety  bond  company,  which  makes  the  final  judgment  based  on  the  surety 
underwriter's  analysis  of  the  contractor's  managerial  and  financial  capabilities. 

While  surety  bonds  safeguard  taxpayer  dollars  expended  on  public  works 
construction  at  virtually  all  levels  of  government,  they  are  also  intended  to  allow 
only  qualified  contractors  to  compete  in  the  competitive  bidding  system.  For  small 
construction  firms  for  whom  surety  bonding  presents  a  significant  challenge,  a 
mixture  of  prudent  underwriting  and  government  assistance  can  help  keep  surety 
bonds  available  when  the  surety  market  tightens  up  as  it  did  in  the  mid  to  late  1980's 
in  response  to  historic  losses,  and  as  it  is  likely  to  do  again  in  the  1990s. 
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NASBP  members  have  ihe  task  of  counseling  and  qualifying  small 
contractors  for  surety  credit.  Some  contractors  who  cannot  qualify  for  the  required 
bonds  or  their  desired  level  of  surety  credit  can  be  assisted  by  the  U.S.  Small 
Business  Administration's  (SBA)  surety  bond  guarantees. 

The  SBA's  bond  guarantee  programs  under  the  Office  of  Surety  Guarantees 
offer  an  opportunity  for  many  small,  under-capitalized,  marginally  qualified  or 
inexperienced  contractors  to  qualify  for  bonds  they  cannot  obtain  in  the  private 
surety  bond  marketplace.  The  SBA  guarantee  strengthens  a  small  contractor's 
ability  to  compete  within  the  free  enterprise  system. 

NASBP  believes  that  government  has  a  role  in  making  surety  bonds  available 
to  small  business.  The  effort  to  maximize  the  opportunities  for  small  contractors 
who  want  to  take  on  bonded  work  is  an  arduous  task  which  is  well  worth  the  effort 
when  considering  the  benefit  it  provides  small  contractors  in  their  growth  and 
development.  When  contractors  don't  qualify  for  bonds  under  surety  companies' 
normal  underwriting  standards,  the  SBA  offers  another  avenue. 

The  original  Prior  Approval  Program  was  established  in  1971  to  assist  small 
construction  firms  that  are  either  undercapitalized,  only  marginally  qualified  or  too 
inexperienced  to  obtain  surety  bonds.  The  Preferred  Surety  Bond  program  allows 
standard  surety  bond  companies  to  issue  SBA  guaranteed  bonds  without  having  to 
seek  SBA's  prior  approval.  Both  programs  enable  surety  companies  to  issue  bonds 
for  contractors  who  do  not  meet  their  normal  underwriting  standards  by 
guaranteeing  a  significant  portion  of  the  potential  losses. 

While  many  NASBP  members  participate  in  the  original  prior-approval 
program  (SBG),  it  is  the  newer  Preferred  or  PSB  program  that  is  of  real  interest  to 
NASBP's  members  and  the  standard  surety  companies  which  they  represent. 

In  April  of  1994,  the  U.S.  General  Accounting  Office  released  a  report  titled 
"Information  on  Participation  in  SBA's  Bonding  Activities,"  which,  in  our  opinion, 
provided  justification  for  the  continuation  of  SBA's  Preferred  Surety  Bond  program. 
SBA  authorization  legislation  in  1990  required  GAO  to  report  on  whether,  during 
fiscal  year  1991  through  1993,  the  PSB  program  (1)  increased  standard  sureties' 
participation  in  SBA's  bonding  activities,  and  (2)  expanded  minority-owned 
businesses'  access  to  SBA-guaranteed  bonds. 
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The  GAO  found  the  PSB  program  has  indeed  increased  standard  surety 
participation  in  SBA's  bonding  activities.  In  total,  SBA  guaranteed  bonds  on 
contracts  valued  at  $3.1  billion  during  fiscal  years  1991  through  1993,  with  the  PSB 
program  accounting  for  $39 1  million  of  these  contract  dollars.  Three  standard 
sureties  issued  85  percent  of  the  bonds  guaranteed  under  the  PSB  program.  Two 
more  sureties.  United  States  Fidelity  and  Guaranty  Company,  and  Fidelity  and 
Guaranty  Insurance  Company  accounted  for  20  percent  of  the  bonds  guaranteed 
under  the  program,  suggesting  a  broadening  of  interest  in  the  program. 

Construction  firms  designated  as  minority-owned  accounted  for  1 8  percent  of 
all  SBA-guaranteed  bonds  issued  during  fiscal  1991  through  1993.  However,  the 
1 ,087  firms  whose  minority  status  is  unknown  makes  this  figure  potentially  higher. 
From  fiscal  1991  through  1993,  SBA  guaranteed  at  least  3,876  bonds  for  minority- 
owned  firms~293  bonds  under  the  PSB  program  and  3,583  bonds  under  the  original 
surety  bond  guarantee  program.  This  represents  21  percent  of  the  contract  dollars 
guaranteed  by  SBA. 

The  1994  GAO  report  also  found  that  losses  under  the  PSB  program  have 
been  lower  than  those  experienced  under  the  SBG  program.  For  bonds  issued  under 
the  PSB  program  during  fiscal  1991-1993,  SBA  paid  out  about  $1.1  million  in 
losses,  for  an  overall  loss  rate  of  0.43  percent.  By  comparison,  under  the  SBG 
program  during  the  same  period,  SBA  paid  out  $18.8  million,  for  an  overall  loss 
rate  of  0.87  percent.  The  PSB  program  guaranteed  bonds  primarily  for  contracts 
awarded  by  public  sector  entities.  Local  government  contracts  accounted  for  33 
percent  of  contract  dollars  guaranteed  followed  by  private  industry  24  percent. 
Federal  government  15  percent,  state  government  15  percent,  other  8  percent  and 
special  districts  5  percent. 

On  another  front,  the  results  of  a  survey  of  NASBP  members  conducted 
during  the  fourth  quarter  of  1994  indicates  that  the  surety  industry  is,  in  fact,  writing 
bonds  for  qualified  small  contractors.  NASBP  agents  and  brokers  identified  well 
over  100  corporate  surety  companies  as  actively  writing  bonds  for  small  contractors 
both  with  and  without  SBA  guarantees.  Surety  bond  companies  were  identified  in 
every  state,  the  District  of  Columbia  and  Puerto  Rico.  For  the  purpose  of  the 
survey,  small  contractors  were  defined  as  having  annual  sales  of  $2  million  or  less. 
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Further,  the  NASBP  members  who  responded  to  the  survey  successfully 
assisted  some  5,981  small  contracting  firms  with  their  surety  bonding  needs  during 
the  past  twelve  months.  Of  these  5,981,  18.4%  were  minority-owned.  Of  the  2,102 
of  these  firms  that  were  seeking  their  first-ever  surety  bond,  29  percent  were 
minority-owned  and  10  percent  were  women-owned.  Of  the  member  firms 
responding  to  the  survey,  135  utilized  the  SB  A  Surety  Bond  Guarantee  programs  in 
order  to  arrange  bonding  for  small  contractors. 

Does  this  mean  that  every  contractor  who  may  want  a  surety  bond  will  be 
successful  in  getting  one?  Probably  not.  There  is  a  fundamental  mixture  of 
business  acumen,  construction  experience,  financial  where-with-all  and  ability  to 
weather  the  many  misfortunes  that  regularly  befall  construction  projects  that  must 
be  present  if  surety  credit  is  to  be  extended.  That  mixture  will  vary  from  surety 
company  to  surety  company.  But  even  in  the  current  competitive  marketplace  for 
small  contractor  surety  bonds,  there  will  be  contractors  who  think  they  should  have 
bonds  and  who  will  not  be  able  to  get  them.  When  the  marketplace  tightens  up 
within  the  next  two  years,  as  a  majority  of  surety  company  executives  interviewed 
by  NASBP  predict,  the  number  of  small  contractors  not  able  to  qualify  for  bonding 
will  increase  dramatically. 

The  solution  for  those  who  do  not  qualify  for  surety  credit  is  almost  always 
education,  counseling  or  government  assistance.  That  is  what  the  professional 
surety  bond  producer  is  qualified  to  do.  Throughout  the  country,  NASBP  members 
conduct  and  participate  in  seminars  and  workshops  sponsored  by  public  entities, 
speak  at  subcontractor  and  small  contractor  association  meetings,  counsel 
contractors  on  an  individual  basis  and,  in  many  other  ways,  educate  smaller 
contractors  on  how  to  become  profitable,  viable  contracting  firms. 

But,  for  the  small  contractor  who  has  "something  missing"  from  their 
submission  to  a  surety  company— too  little  working  capital  and  net  vyorth  are  most 
often  what  is  lacking—the  SBA's  surety  bond  guarantee  programs  can  make  the 
difference  between  getting  a  contract  and  not  getting  one. 

NASBP  member  bond  producers  make  no  fee  unless  bonds  are  actually 
written.  Unlike  the  increasing  number  of  surety  "consultants"  who  charge  a  fee 
before  they  offer  their  advice  or  assistance  (and  whose  bonding  "solution"  is  often 
an  unlicensed,  unverifiable  off-shore  entity),  NASBP  members'  incentive  is  to 
qualify  the  contractor  for  surety  credit  in  legitimate  companies  so  that  bonds  will  be 
written  and  commissions  earned.  Helping  small,  emerging  contractors  grow  into 


29 


large  profitable  firms  creates  the  most  loyal  customers  for  the  surety  producer. 
NASBP  members  are  in  business  for  the  long  term,  and  that  is  clearly  what  they 
want  for  their  contractor  customers. 

Taking  this  example  of  no  excess  or  usurious  fees  charged  to  the  contractor-- 
we  hope  the  SBA  Administrator  will  reconsider  any  plan  raise  the  fees  on 
contractors  charged  by  this  program.  It  may  be  well  advised  to  increase  the  fees  that 
SBA  charges  private  sector  surety  companies  from  20  to  25  percent  of  the  premium 
earned  on  each  guaranteed  final  bond.  This  would  be  an  incremental  step  toward 
making  this  very  small  program  even  more  self  sufficient.  However,  increasing  the 
fees  charged  of  small  contractors  from  $6  to  $8  per  thousand  dollars  of  bonding 
level  guaranteed  may  harm  the  ability  of  small  business  concerns  to  submit  the 
lowest  competitive  bid. 

The  purpose  of  the  SBA  bond  guarantee  is  to  provide  a  necessary  lift  to 
undercapitalized  or  marginally  qualified  small  construction  firms.  To  pinch  these 
firms  for  any  more  money  than  is  absolutely  necessary  defeats  the  purpose  of  a 
government  assisted  bond  guarantee.  Surety  bonds  are  intended  to  safeguard 
taxpayer  dollars  expended  on  public  works  construction.  The  public  funds  that 
bonds  protect  should  overshadow  any  attempt  to  make  this  small  program  purely 
self  sustaining. 

In  conclusion,  I  would  like  to  urge  the  subcommittee  to  extend  the 
authorization  of  the  Preferred  Surety  Bond  Guarantee  Program  beyond  its  current 
September  30,  1995  expiration  date.  According  to  GAO  figures,  the  fiscal  year 
1995  authority  for  the  SBA  Office  of  Surety  Guarantees  is  only  $5.4  million  with 
$1.7  billion  in  surplus  capital  from  which  to  guarantee  bonds.  Considering  the 
acceptable  loss  ratio  occurring  under  the  program  which  was  demonstrated  by  the 
1994  GAO  report,  it  seems  the  SBA  bond  guarantee  programs  are  able  to  do  an 
incredible  amount  of  good  work  with  an  extremely  small  amount  of  money. 

NASBP  thanks  Chairman  Manzullo,  the  subcommittee  and  the  very 
professional  staff  for  the  opportunity  to  present  our  views  on  this  important  issue. 


89-984  0-95-2 
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Statement  on  Access  to  Surety  Bonding 

The  American  Subcontractors  Association  (ASA)  is  a  national  trade  association  with  more 
than  6,000  firms  representing  all  major  construction  trades  in  75  chapters.  In  addition  to  its 
individual  company  members,  ASA  represents  19  other  specialty  trade  associations  with  members 
of  their  own. 

Many  ASA  members  perform  construction  for  the  federal  government.  Sometimes  they 
serve  as  prime  contractors,  contracting  direcdy  with  the  government.  Other  times  they  serve  as 
subcontractors  through  a  prime  contractor.  These  specialty  trade  conu-actors  also  contract  with 
state  and  local  governments,  as  well  as  private  owners.  Surety  bonding  is  required  on  all  federal 
and  federally- assisted  construction  contracts  in  excess  of  $100,000,  most  other  public 
construction  (state  as  well  as  local),  and  increasing  numbers  of  private  construction  projects. 
Thus,  ASA  members  have  a  direct  and  real  interest  in  surety  bonding. 

Generally,  there  are  three  types  of  bonds  in  construction:  bid  bonds,  performance  bonds 
and  payment  bonds.  The  bid  bond  states  that  the  conu-actor  will  enter  into  a  contract,  if  one  is 
offered,  and  that  it  will  furnish  whatever  additional  bonds  are  specifically  required.  The 
performance  bond  assures  the  owner  that  the  contractor  will  perform  according  to  its  contract. 
The  payment  bond  assures  the  contractor's  subcontractors  and  suppliers  that  they  ultimately  will 
be  paid. 

Surety  bonding  can  mean  life  or  death  to  a  firm  in  the  construction  industry.  The  ability  to 
get  a  contract  may  depend  on  the  ability  to  get  a  bond.  The  ability  to  get  a  bond  may  depend  on 
the  adequacy  of  a  bond.  Failure  to  get  work  or  failure  to  get  paid  for  work  performed,  spells 
disaster  for  any  firm. 
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ASA  divides  the  problems  with  surety  bonds  into  two  general  categories: 

(1)  the  inability  of  some  qualified  contractors  to  get  bonding;  and 

(2)  the  inadequate  payment  protection  afforded  subcontractors  and  suppliers  by  some 
payment  bonds. 

But  the  two  issues  are  integrally  related. 
Background 

In  recent  years,  there  has  been  increasing  discussion  and  controversy  about  the  availability 
of  surety  bonds  to  contractors,  particularly  small,  emerging,  minority-owned  and  woman-owned 
firms. 

A  1988  report  by  ASA's  Special  Task  Force  on  Minorities  and  Women  found  that  "access 
to  surety  bonds  is  a  problem  common  to  all  subcontractors  and  a  great  source  of  frustration  for 
them."  But  the  ASA  Task  Force's  preliminary  research  revealed  that  while  there  is  a  great  deal  of 
anecdotal  data  about  the  bonding  access  problem,  there  was  very  little  statistical  data. 

Today,  there  is  evidence  that  some  contractors  do,  indeed,  have  limited  access  to  surety 
bonds.' 

The  1990  surveys  by  the  Foundation  of  the  American  Subcontractors  Association 

(Attachment  A)  generally  revealed: 

•     an  increased  demand  for  surety  bonding  on  both  public  and  private  work  and  at  both  the  prime 
contractor  and  subcontractor  levels; 


'See  Survey  of  Construction  Subcontractors  on  Experience  with  Surety  Bonding,  American 
Subcontractors  Association  (1988);  The  Problems  of  Small  and  Minority  Contractors  in  Obtaining 
Surety  Bonds,  The  Center  for  Risk  Management  and  Insurance  Research,  College  of  Business 
Administration,  Georgia  State  University  (1989);  Experiences  of  Construction  Specialty  Trade 
Contractors  with  Surety  Bonding:  Two  Surveys,  Foundation  of  the  American  Subcontractors 
Association  (1990);  "Surety  Credit  for  Construction  Contractors:  The  Bond  Producer's 
Perspective,"  Grant  Thornton:  Accountants  and  Management  Consultants  (1991);  "Insights  in 
Construction,"  Deloitte  &  Touche  (1993);  and  various  studies  and  reports  by  the  National 
Association  of  Minority  Contractors  and  Women  Construction  Owners  and  Executives,  USA. 
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•  a  surety  market  that  is  placing  increasing  demands  on  its  contractor  clients,  through  increased 
underwriting  requirements  and  increased  premiums  -  and  a  reluctance  by  some  contractors  to 
meet  those  demands; 

•  a  pattern  of  surety  bond  agents  not  providing  their  clients  with  needed  information;  and 

•  an  underclass  of  principally  small  contractors  who  refuse  to  or  are  unable  to  provide  surety 
bonds  for  a  variety  of  reasons. 

As  these  trends  continue,  contractors  must  rely  more  heavily  than  ever  on  the  advice  and 
guidance  of  their  surety  agents.  Indeed,  a  1991  Grant  Thornton  report  noted,  "As  intermediaries 
between  contractors  and  surety  companies,  surety  agents  and  bond  producers  can  often 
recommend  ways  for  contractors  to  become  more  creditworthy." 

Unfortunately,  according  to  the  1990  Foundation's  survey,  contractors  all  too  frequently 
received  less  service  from  their  surety  agents  than  might  be  considered  desirable.  GeneraUy, 
specialty  contractors  who  were  ASA  members  reported  receiving  better  service  than  non-ASA 
members.  However,  most  contractors,  particularly  small  and  emerging  firms,  do  not  belong  to 
associations. 

The  extent  of  the  failure  of  the  surety  underwriting  agency  system  to  serve  the  needs  of 
contractors  is  clearly  demonstrated  by  the  Foundation's  survey.  For  example,  when  asked  about 
the  services  provided  by  their  surety  agents,  non-ASA  members  reported  that: 

•  Only  43.3  percent  of  the  agents  provided  positive  advice  useful  in  preparing  material  for 
submission  to  a  surety; 

•  Only  29.9  percent  explained  surety  imderwriting  criteria  in  advance  of  submitting  the 
contractor's  case  to  a  surety; 

•  Only  23.9  advised  the  contractor  of  underwriting  changes  in  advance;  and 

•  Only  22.4  percent  provided  advance  notice  of  rate  increases. 
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In  1992,  Congress  approved  and  the  President  signed  the  "Small  Business  Access  to 
Surety  Bond  Survey  AcL"^  That  law  required  the  General  Accounting  Office  to  conduct  a 
comprehensive  survey  of  business  firms,  especially  those  owned  by  minorities  and  women,  to 
determine  their  experiences  with  surety  bonding.  We  look  forward  to  receiving  the  results  of  the 
GAO  survey.  It  will  provide  some  important  statistical  information  to  the  Congress  as  it 
determines  the  extent  of  the  surety  bond  access  problem  and  seeks  solutions  for  it.  Looking  at  the 
history  of  the  surety  bond  market,  cyclical  trends  can  be  recognized  that  show  a  soft  market  is 
followed  by  a  tightening  of  credit  as  the  construction  market  changes.  Regardless  of  the 
availability  of  bonds  today,  inequity  in  access  remains  and  inadequate  payment  protections 
continue. 

QUALIFIED  CONTRACTORS'  ACCESS  TO  BONDING 

However,  ASA  beUeves  that  statistical  data  is  only  one  piece  of  the  puzzle.  We  believe 
that  the  Congress  also  needs  to  detennine  the  impact  that  the  inaccessibility  of  adequate  surety 
credit  has  on  otherwise  qualified  contractors  who  perform  Federal  contracts  and  serve  other 
markets.  Congress  also  must  explore  a  range  of  solutions  to  the  problems  identified.  We 
commend  this  Subcommittee  for  conducting  this  hearing,  a  first  step  in  achieving  these  two  goals. 

Already,  there  are  many,  both  in  the  public  and  private  sectors,  struggling  with  the  access 
issue.  Many  seem  intent  on  identifying  the  solution  to  the  problem.  In  ASA's  opinion,  however, 
there  is  not  a  single  answer.  Instead,  both  the  private  sector  and  the  public  sector  must  take  a 
multitude  of  steps  to  solve  the  problem. 


^Public  Law  102-366. 
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Small  Business  Administration's  Surety  Bond  Guarantee  Program 

In  light  of  the  clear  evidence  that  small  and  emerging  finns  have  difficulty  obtaining 
adequate  surety  bonding,  ASA  continues  to  support  the  Small  Business  Administration's  (SBA) 
Surety  Bond  Guarantee  Program  as  a  partial  solution  to  the  "bonding  access"  problem.  We  also 
support  the  continuation  of  the  "Preferred  Surety  Bond  Guarantee  Program,"  which  was  created 
by  Title  11  of  the  "Small  Business  Administration  Reauthorization  and  Amendment  Act  of  1988."^ 
This  Program  was  designed  to  encourage  the  standard  corporate  sureties  to  participate  in  the 
SBA  Program. 

Under  the  Surety  Bond  Guarantee  Program,  SBA  helps  small  firms  obtain  bid, 
performance  and  payment  bonds  from  corporate  surety  bonding  companies  by  providing  a 
guarantee. 

Congress  as  part  of  the  "Federal  Acquisition  Streamlining  Act  of  1994"'  (FASA)  increased 
the  threshold  of  the  Miller  Act  from  its  current  threshold  of  $25,000  to  the  Simplified  Acquisition 
Threshold  of  $100,000.  At  the  same  time,  the  statute  required  that  the  implementing  regulations 
include  alternative  methods  of  payment  protections  for  subcontractors  and  suppliers.  The 
regulatory  implementation  of  this  provision  in  FASA  will  be  vital  to  the  effectiveness  of  this 
statutory  advance. 

But  in  addition  to  its  direct  benefits  of  allowing  an  increased  number  of  small  businesses  to 
participate  in  federal  construction  opportunities,  the  Miller  Act  threshold  increase  presents  a  great 
opportunity  for  this  Subcommittee  to  consider  expanding  the  reach  of  the  benefits  provided  by 


'Public  Law  100-590. 
"Public  Law  103-355 
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SBA's  Surety  Bond  Guarantee  Program.  Currently,  approximately  50  percent  of  the  guaranteed 
bonds  issued  by  SEA  are  valued  at  $100,000  or  less.  Because  FASA  eliminates  the  demand  for 
many  of  these  smaller  bonds,  the  agency  will  have  resources  available  to  meet  the  bonding  needs 
of  small  firms  on  larger  contracts. 

Currently,  the  Surety  Bond  Program  has  a  maximum  contract  size  limit  of  $1 .25  million. 
This  threshold  was  established  almost  a  decade  ago  in  1986.  It  has  remained  imchanged 
principally  on  the  basis  that  an  increase  would  simply  result  in  an  exhaustion  of  the  funding 
available  to  the  program.  We  believe  the  change  in  the  Miller  Act  threshold  will  allow  Congress  to 
increase  the  maximum  bond  that  can  be  guaranteed  under  the  Surety  Bond  Guarantee  Program 
without  any  increase  in  its  funding  requirements. 

The  Surety  Bond  Guarantee  Prograin  was  improved  in  1988  with  the  authorization  of  a 
pilot  Preferred  Surety  Bond  Guarantee  Program.  This  Program,  while  getting  off  to  a  somewhat 
slow  start  because  of  its  regulatory  implementation,  has  now  had  almost  four  full  years  of 
experience.  The  program  allows  companies  to  use  standard  corporate  sureties  that  they  would 
deal  with  in  an  ordinary  course  of  business,  while  reducing  the  program's  paperwork 
requirements.  The  pilot  Program  is  slated  to  expire  on  September  30,  1995.  We  urge  the  Small 
Business  Committee  to  review  the  Program  and  consider  its  extension. 

As  you  know,  SBA  recently  announced  a  reinvention  plan  for  the  agency.  The  proposal 
includes  an  increase  in  the  fees  charged  to  small  businesses  and  private  sector  surety  companies. 
While  ASA  has  no  objection  to  raising  the  fees  as  proposed,  the  Subcommittee  and  the 
Administration  should  be  cautioned  that  it  may  further  discourage  involvement  of  emerging  firms. 

In  addition,  we  call  the  Subcommittee's  attention  to  the  fact  that  SBA  has  consistently 
been  able  to  increase  the  Surety  Bond  Guarantee  Program's  overall  maximum  guarantee  limit 
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while  at  the  same  time  decreasing  its  cost,  through  effective  management  and  minimal  losses.  For 
example,  in  FY96,  the  Program  is  authorized  to  provide  almost  $1.8  billion  in  bonding  assistance, 
while  requiring  an  appropriation  of  approximately  $6  million,  an  enormous  amount  of  leverage. 
This  program  is  an  excellent  example  of  using  limited  government  resources  to  fuel  small 
businesses'  success  for  strengthening  the  American  economy. 

Finally,  no  matter  how  successful  the  program  is  on  a  case-by-case  basis,  the  assistance 
provided  to  the  small  business  community  as  a  whole  by  the  SBA  Program  is  illusory  if 
contractors  are  not  aware  of  its  existence.  ASA  recommends  that  the  government's  solicitations 
for  contracts  with  a  bonding  requirement  be  annotated  with  a  notice  about  the  availability  of  the 
SBA  programs  for  surety  bonding. 

Equal  Surety  Bonding  Opportunity  Act 

One  of  the  key  concerns  about  the  surety  bonding  process  expressed  by  ASA  members  is 
the  opportunity  it  presents  for  subjectivity.  Both  majority-  and  minority-owned  subcontractors 
report  a  widespread  feeling  that  surety  decisions  are  subjective  and  arbitrary.  ASA  believes  that 
more  objectivity  should  be  brought  into  the  bonding  process. 

ASA  first  took  an  administrative  approach  to  addressing  the  issue  of  access  to  information 
on  surety  bonding.  On  February  16,  1990,  ASA  filed  a  petition  for  rulemaking  under  section 
553(e)  of  the  Administrative  Procedures  Act,  with  the  Fiscal  Management  Service  of  the  U.S. 
Department  of  Treasury.  That  petition  asked  Treasury  to  incorporate  in  Part  223  of  the  Code  of 
Federal  Regulations.  Despite  the  requirement  for  a  prompt  response  under  Section  553(b)  of  the 
APA,  Treasury  never  responded  to  the  ASA  petition.  Nor  did  Treasury  respond  to  follow-up 
letters  dated  August  16,  1990  and  September  27,  1990. 
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Without  the  acknowledgment,  let  alone  the  cooperation  of  the  Executive  Branch,  ASA 
turned  to  Congress.  The  "Equal  Surety  Bond  Opportunity  Act,"  was  introduced  by  Del.  Eleanor 
Holmes  Norton  (D-D.C.)  and  Senator  Paul  Simon  (D-Ill.)  in  the  last  Congress.  This  legislation 
would: 

•  require  corporate  surety  firms  that  elect  to  seek  approval  by  the  U.S.  Treasury  Department  in 
order  to  provide  bonds  on  federal  contracts  to  meet  a  higher  standard,  including: 

■  requiring  a  surety  or  its  agent  to  notify  a  contractor,  within  ten  days  of  receipt  of  a 
completed  application  for  a  bond,  or  the  action  taken  on  its  application  for  a  bond; 

■  entiding  a  contractor  whose  appUcation  for  a  bond  has  been  rejected  to  a  statement  of 
reasons  for  such  action  from  the  surety  or  its  agent. 

•  prohibit  sureties  from  discriminating  on  the  basis  of  race,  color,  religion,  national  origin,  sex, 
marital  status,  sexual  orientation,  disability,  or  age  (if  the  applicant  has  the  abihty  to  contract); 

•  prohibit  sureties  from  discriminating  because  the  applicant  has  obtained  a  bond  through  an 
individual  suret>'  or  a  special  program  designed  to  help  small  and  emerging  firms  obtain 
surety  bonding,  or  because  an  applicant  has  exercised  his/her  rights  under  this  Act; 

Under  the  Miller  Act,  Congress  essentially  delegated  to  the  surety  industry  the 
responsibility  for  determining  whether  a  construction  contractor  is  qualified  to  perform  a  given 
federal  contract.  That  is,  a  surety,  in  practical  terms,  has  assumed  the  responsibility  for 
"prequalifying"  a  construction  contractor  on  behalf  of  the  federal  contracting  agency.  ASA 
believes  that  a  surety  on  federal  contracts  should  undertake  this  responsibility  with  the  same  care 
and  diligence,  priorities  and  policies  of  the  federal  government. 

Congress  repeatedly  has  stated  that  it  is  the  policy  of  the  United  States  to  assure  that  small 
businesses  are  given  every  opportunity  to  compete  for  federal  procurement  dollars. 

Small  businesses  selUng  goods  or  services  to  the  federal  government  have  the  right  to 
appeal  a  contracting  officer's  finding  of  "non-responsibility."  This  appeals  process  is  provided  by 
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the  Small  Business  Administration  pursuant  to  Section  8(b)(7)  of  the  Small  Business  Act'  Under 
the  Certificate  of  Competency  Program,  a  small  business  concern  found  to  be  otherwise  eligible 
for  an  award  which  is  found  to  be  non-responsible  by  an  agency  contracting  officer  must  have 
such  a  non-responsibility  determination  referred  to  the  SBA.  Upon  appUcation  by  the  small 
business  concern,  SBA  will  review  the  qualifications  of  the  small  business  concern  to  determine  if 
it  is  a  responsible  source.'  If  SBA  finds  the  prospective  contractor  is  capable  of  performing  the 
contract  in  question,  it  awards  the  contractor  a  "Certificate  of  Competency."  The  federal 
contracting  officer  must  accept  this  COC  as  confirmation  of  the  contractor's  responsibility  and 
must  make  the  award.  The  GAO  has  suggested  that  SBA's  COC  Program  is  successful  because  it 
permits  small  business  concerns  to  understand  and  correct  the  deficiencies  giving  rise  to  the 
agency's  initial  concerns  to  affect  necessary  corrective  action  and  are  not  merely  "second- 
guessing"  of  the  facts  by  SBA.' 

Unfortunately,  construction  contractors  have  no  opportunity  to  appeal  the  finding  of  a 
surety  that  it  is  "non-responsible"  -  that  is,  it  is  not  qualified  to  perform  a  contract  on  which  it  has 
chosen  to  bid.  Indeed,  the  contractor  may  not  even  be  told  the  reason  why  it  was  not  granted  a 
bond  by  the  surety  or  its  surety  agent.  Of  the  respondents  to  the  1990  FASA  survey  who  were 
unable  to  obtain  bonds,  41.2  percent  reported  that  they  received  no  explanation  from  the  surety, 
despite  an  average  of  3.2  appUcations. 

In  1988,  a  representative  of  The  Surety  Association  of  America  stated  before  a  House 
subcommittee  that: 


*15  U.S.C.  637(b)(7). 

*41  U.S.C.  403(7). 

'General  Accounting  Office  RCED-86-120BR. 


40 


".  .  .  being  declined  does  not  mean  the  contractor  will  be  unable  to  get  a  bond  in  the 
future.  The  conU-actor  is  always  free  to  take  steps  to  fix  whatever  weaknesses  are  causing 
the  bond  availability  problem.  Except  for  serious  character  problems  most 
weaknesses  are  curable  if  the  contractor  is  willing  to  make  the  necessary  effort."' 

This  is  true,  but  only  if  the  contractor  is  aware  of  what  the  surety  perceives  are  its 
weaknesses. 

ASA  believes  that  legislation,  such  as  the  "Equal  Surety  Bond  Opportunity  Act,"  would 
provide  contractors  with  the  information  tools  critical  to  their  success  in  obtaining  adequate 
surety  credit.  The  bill  would  provide  a  construction  contractor  denied  a  bond  during  the  surety's 
prequalification  process  with  the  opportunity  to  make  the  changes  in  its  firm  necessary  to  allow  it 
to  perform  the  federal  contract--an  opportunity  now  provided  to  all  prospective  small  business 
federal  contractors  when  determined  non-responsible  by  an  agency  contracting  officer. 

In  order  to  assure  that  the  sureties  that  are  "prequalifying"  contractors  for  federal 
contracts  are  themselves  "prequalified"  to  perform  that  role,  the  U.S.  Treasury  requires  such  firms 
to  meet  certain  financial  and  other  standards.  These  standards  are  spelled  out  under  Part  223  of 
the  Code  of  Federal  Regulations,  governing  "Surety  Companies  Doing  Business  with  the  United 
States."  These  requirements  are  not  unlike  standards  set  for  other  types  of  firms  that  elect  to  do 
business  with  the  federal  government. 

The  "Equal  Surety  Bond  Opportunity  Act"  would  add  several  requirements  to  this 
prequalification  standard  for  surety  companies  that  elect  to  do  business  with  the  federal 
government.  These  requirements  are  intended  to  assure  that  those  businesses  that  a  surety 
'prequalifies"  on  behalf  of  the  government  have  access  to  all  of  the  information  tools  they  need  to 


^Statement  of  Dennis  E.  Wine,  Vice  President,  The  Surety  Association  of  America,  to  the 
Subcommittee  on  Commerce,  Consumer  Protection  and  Competitiveness  of  the  House 
Committee  on  Energy  and  Commerce,  June  29,  1988. 
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obtain  the  full  amount  of  surety  credit  for  which  they  are  qualified.  The  new  requirements 
proposed  for  surety  companies  that  elect  to  do  business  with  the  federal  government  parallel 
almost  exactly  the  requirements  imposed  on  providers  of  consumer  and  certain  types  of  business 
credit  under  the  "Equal  Credit  Opportunity  Act." 

Certainly,  it  is  a  market  decision  for  a  surety  company  to  determine  that  it  does  not  want 
to  bond  certain  types  of  contractors,  whether  that  decision  is  based  on  the  size  of  the  contractor 
or  the  specialty  trade  of  the  contractor.  However,  when  Congress  passed  the  1935  Miller  Act,  it 
did  not  require  that  bonds  be  provided  only  by  large  contractors;  it  provided  that  all  construction 
contractors,  regardless  of  size  or  trade,  provide  a  bond  if  the  federal  contract  is  over  $10,000 
(later  raised  to  $25,000  and  now  $100,000).  Thus,  ASA  believes  that  surety  firms  that  elect  to  do 
business  with  the  federal  government  should  be  required  to  meet  certain  minimum  standards, 
including  those  proposed  under  the  "Equal  Surety  Bond  Opportunity  Act." 

Representatives  of  surety  companies  have  expressed  concern  about  their  ability  to  disclose 
such  information  through  their  agents.  Their  apparent  concern  is  that  they  will  be  held  liable  for 
the  failure  of  their  agents  to  comply  with  the  disclosure  requirements. 

However,  ASA  points  out  that  the  establishment  of  varying  levels  of  trust  and  a  resulting 
delegation  of  authority  is  the  very  foundation  and  nature  of  the  agency  system.  Some  companies 
grant  certain  agents  a  tremendous  amount  of  authority,  even  to  the  point  of  giving  them 
independent  authority  to  approve  millions  of  dollars  worth  of  bonds. 

In  another  example,  some  state  laws  require  insurance  companies  to  provide  advance 
notice  to  their  clients  of  rate  increases  for  some  insurance  products.  Some  firms  give  this  notice 
themselves;  others  rely  on  their  agents  to  provide  the  notice.  In  either  event,  it  is  the  company  that 
is  responsible  for  assuring  that  the  notice  is  given  and  that  is  liable  if  it  is  not 
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Some  in  the  surety  industry  have  expressed  concern  about  the  burdensome  paperwork 
requirements  they  claim  would  be  imposed  by  the  disclosure  requirements.  ASA  notes  that 
contractors  do  not  like  unnecessary  paperwork  any  more  than  those  in  the  surety  industry.  Thus, 
the  bill  allows  a  surety  to  establish  a  system  of  notification  of  rights  to  the  reasons  for  an  adverse 
action  on  an  application  for  a  bond.  Under  this  system,  a  surety  would  notify  an  applicant  of  its 
right  to  receive  a  written  statement  of  the  reasons  for  the  denial.  The  contractor  then  would  have 
the  right  to  request  such  a  written  explanation  within  an  established  period  of  time,  if  it  so  desires. 

Others  in  the  surety  industry  have  expressed  concern  about  being  the  object  of  hbel  suits 
by  contractors.  ASA  points  out  that  truth  is  the  ultimate  defense  in  such  suits.  And,  if  the  surety 
has  denied  a  contractor  surety  credit  --  and,  perhaps,  the  ability  to  survive  in  the  construction 
industry  --  on  the  basis  of  something  less  than  the  truth,  it  should  be  held  responsible  for  such 
action. 

As  noted  above,  there  is  a  significant  amount  of  anecdotal  data  concerning  discrimination 
in  the  granting  of  surety  credit  to  minority-  and  women-owned  firms.  It  is  impossible  for  ASA  to 
judge  the  qualifications  of  each  of  these  contractors  who  allege  such  discrimination.  However,  the 
consistency  and  pattern  of  such  reports  lends  credence  to  the  existence  of  the  problem. 
Representatives  of  surety  agents  and  producers  have  argued  that  it  is  against  their  financial 
interests  to  discriminate  since  their  income  is  based  on  premiums  received.  However,  ASA  would 
note  that  these  same  income  incentives  are  present  in  other  forms  of  credit,  where  race  and  gender 
discrimination  have  been  found  to  be  prevalent.  Studies  on  other  forms  of  credit,  for  example, 
have  found  that: 
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•  members  of  minority  groups  may  receive  unequal  treatment  in  the  prequalification  stages 
(e.g.,  less  time  spent  with  the  credit  officer  or  cursory  discussion  of  the  credit  products  and 
alternative  solutions  for  quaUfying); 

•  underwriting  guidelines,  along  with  interpretation  and  application  of  the  guidelines,  were 
created  based  on  historical  data  that  primarily  reflect  nonminority  credit  seekers  and  therefore 
may  be  unintentionally  racially  biased;  and 

•  minorities  typically  are  not  represented  among  the  creditors'  decision  makers. 

It  is  not  unlikely  that  these  same  problems  are  present  in  the  granting  of  surety  credit. 
Therefore,  ASA  supports  the  non-discrimination  provisions  of  the  "Equal  Surety  Bond 
Opportunity  Act." 

Bond  Waivers 

During  the  last  15  years,  Congress  has  enacted  several  programs  that  allowed  the 
contracting  agencies  to  waive  bonds  under  certain  conditions.  Such  programs  were  never 
implemented. 

Subcontractors  and  suppliers  generally  are  opposed  to  any  proposal  that  would  limit  or 
eliminate  their  protections  under  payment  bonds.  However,  bond  waivers  may  be  acceptable  if  an 
alternative  payment  protection  for  subcontractors  and  suppliers  is  substituted  for  a  payment  bond, 
i&when  the  federal  government  is  wiUing  to  forego  the  protection  of  the  performance  bond.  This 
technique  is  especially  appropriate  with  the  new  provisions  afforded  in  the  "Federal  Acquisition 
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Streamlining  Act  of  1994"'  which  specified  that  federal  contracts  under  $100,000  must  provide 
payment  protections  and  that  protection  can  be  in  forms  other  than  payment  bonds. 

The  most  recent  bond  waiver  program  to  be  enacted  was  a  pilot  program  incorporated 
into  Section  301(b)  of  the  "Business  Opportunity  Development  Reform  Act  of  1988."'°  That 
provision  provides  qualified  8(a)  contractors  with  up  to  five  exemptions  from  the  bonding 
provisions  of  the  Miller  Act  when  certain  requirements  are  met.  The  direct  disbursement  or 
escrow  account  alternative  was  set  up  as  a  four-year  pilot  program,  which  later  was  extended. 

After  enactment  of  the  bond  waiver  program,  several  agencies  expressed  reluctance  to 
identify  projects  on  which  the  bonds  could  be  waived.  In  addition,  SBA  appeared  reluctant  to 
implement  the  program.  As  a  result.  Senator  Sam  Nunn  (D-Ga.)  added  a  provision  to  the 
"National  Defense  Authorization  Act  for  Fiscal  Years  1990  and  1991,""  that  required  each  of  the 
three  military  services  to  identify  at  least  ten  projects  a  year  for  this  special  program. 

Nonetheless,  the  use  of  the  surety  bond  waiver  program  has  been  limited.'"  However,  it 
should  be  noted  that  the  contractors  that  have  been  awarded  contracts  with  bond  waivers  have 
performed  satisfactorily  on  those  contracts.  ASA  hopes  that  the  successful  completion  of 
contracts  that  use  bond  waivers,  including  payment  of  subcontractors  and  suppliers,  will  help 
estabhsh  credibility  of  the  program  and  make  it  easier  to  get  agencies  to  use  bond  waivers  in  the 
future. 

The  benefits  of  a  program  of  bond  waivers  in  conjunction  with  direct  disbursement  or 
escrow  accounts  would  be  enjoyed  by  all  participants  in  the  construction  process. 


Tublic  Law  103-355 

'°PubHc  Law  100-656. 

"Public  Law  101-189. 

'^ASA  believes  the  hmited  use  stems  from  SBA's  poor  implementation  and  from  agency 

contracting  officers'  reluctance  to  let  go  of  their  "Linus  blanket"  of  surety  bonds. 
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(1)  The  general  contractor  would  receive  the  opportunity  to  perform  a  federal 
construction  contract  for  which  it  might  not  otherwise  be  eligible  because  of  the  bonding 
requirement.  At  the  same  time,  the  general  contractor  would  lose  none  of  its  historic  authority  to 
approve  subcontractor  payments.  Although  the  escrow  agent  must  be  paid  if  one  is  used,  the  fee 
is  likely  to  be  no  higher  than  that  for  a  bond.  In  addition,  the  general  contractor  can  avoid  the  time 
and  expense  involved  in  accounting  for  project  funds  and  preparing  checks  without  losing  the 
ability  to  manage  the  job  through  requisition  approval. 

(2)  The  subcontractors  and  suppliers  are  assured  that  if  the  general  contractor  experiences 
financial  or  performance  problems,  funds  paid  to  the  general  contractor  by  the  agency  for  the 
subcontractors'  work  cannot  be  siphoned  to  remedy  those  problems.  The  use  of  an  escrow 
account  assures  subcontractors  that  they  will  prompt  receive  both  progress  and  final  payments. 

(3)  The  government  agency  will  benefit  from  lower  prices.  Because  the  subcontractors  are 
assured  they  will  be  paid,  lower  bids  would  be  given  to  the  general  contractor  and  passed  on  to 
the  agency  before  the  job  ever  begins. 

One  drawback  to  the  bond  waiver  program  under  the  Small  Business  Act  is  that  the 
alternative  payment  protection  provided  only  protects  subcontractors  at  the  first  tier,  unlike 
payment  bond  protections  which  flow  down  to  the  second  tier.  ASA  believes  that  there  are 
solutions  to  this  problem,  ranging  from  expansion  of  the  escrow  account  operation  to  joint  checks 
to  a  subcontractor  and  its  sub-subcontractors  and  suppliers.  If  this  problem  can  be  solved,  ASA 
believes  it  would  be  possible  for  the  escrow  account  concept  to  be  expanded  beyond  its  current 
Hmited  scope. 
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Letters  of  Credit 

ASA  believes  that,  in  some  circumstances,  an  irrevocable  letter  of  credit  can  be  substituted 
for  a  surety  bond,  as  long  as  the  ILOC  is  structured  to  provide  adequate  payment  protection  for 
subcontractors  and  suppliers. 

On.  November  22,  1991,  the  Office  of  Federal  Procurement  Policy  issued  a  pobcy  letter 
allowing  the  use  of  ILOCs  in  lieu  of  surety  bonds  for  federal  construction  contracts."  OFPP  set  a 
sunset  date  of  five  years  from  the  date  of  issuance  of  the  Policy  Letter. 

However,  four  years  have  passed  and  the  Federal  Acquisition  Regulation  Council  has  yet 
to  incorporate  the  OFPP  Policy  Letter  into  the  Federal  Acquisition  Regulation.  Once  again,  the 
federal  agencies  have  ignored  a  directive  to  which  they  are  opposed,  even  though  agency 
compliance  with  OFPP  policy  letters  is  required  by  law.''  ASA  urges  the  Committee  to  take 
action  to  assure  prompt  implementation  of  the  OFPP  Policy  Letter,  and,  if  necessary,  extension  of 
the  sunset  period. 
Other  Solutions  to  the  Surety  Bond  Access  Problem 

The  proposals  discussed  above  are  not  the  only  solutions  to  the  bonding  access  problem. 
ASA  is  exploring  other  ideas,  including  allowing  banks  to  provide  surety  credit.  Surely  other 
potential  solutions  will  be  identified  as  the  discussions  continue. 

INADEQUATE  PAYMENT  BOND  PROTECTIONS 

As  noted  above,  an  integral  part  of  the  bonding  issue  is  the  inadequate  protections 
provided  to  subcontractors  and  suppliers  under  some  payment  bonds.  One  of  the  most  serious 


'^56  Fed.  Reg.  56932  (November  22,  1991).  OFPP  Policy  Letter  91-4. 
'"41  U.S.C.  405 
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problems  facing  subcontractors  and  suppliers  on  federal  construction  is  the  inability  to  get  paid  for 
work  performed  if  a  contractor  defaults. 

The  fundamental  need  of  subcontractors  and  suppliers  who  furnish  labor  and  materials  to  a 
construction  project  to  be  paid  has  long  been  recognized.  In  order  to  protect  subcontractors  and 
suppliers,  the  various  states  have  enacted  lien  laws  to  secure  a  certain  priority  of  payment  and 
thereby  aid  in  the  collection  of  sums  due  for  services  rendered  on  private  construction  projects. 
However,  public  property,  in  effect  owned  by  the  people,  may  not  be  liened. 

Congress  recognized  this  dilemma  when  it  enacted  the  Miller  Act  in  1935.  At  the  time  of 
enactment  and  later  amendment,  the  Miller  Act  was  considered  a  good  law  and,  up  to  a  point,  it 
has  been.  But  the  protections  afforded  subcontractors  under  the  Miller  Act  today  often  are 
illusory.  ASA  has  long  supported  wide-ranging  amendments  to  the  Miller  Act.  These  proposed 
amendments  include: 

(1)  Requiring  the  payment  bond  to  equal  the  performance  bond.  Under  the  Miller 
Act,  the  Government  is  protected  by  a  performance  bond  in  an  amount  the  contracting  officer 
"deems  adequate  for  the  protection  of  the  United  States."  That  amount  usually  is  100  percent. 
Subcontractors,  however,  are  protected  by  a  payment  bond  which  is  only  one-half  of  the  contract 
amount  if  the  contract  is  less  than  $1  milUon;  40  percent  of  the  contract  amount  if  the  contract  is 
between  $1  million  and  $5  million;  and  a  $2.5  million  maximum  if  the  conu-act  is  for  more  than  $5 
million. 

A  1975  General  Accounting  Office  study  concluded: 

"The  Miller  Act  should  be  amended  to  permit  the  Federal  agencies  to  furnish  100  percent 
payment  bonds  as  long  as  rate  schedules  provide  no  appreciable  rate  reduction  for  less 
than  100-percent  coverage.  The  current  reductions  on  payment  bonds  produce  reduced 
protection  with  little  or  no  savings  in  premium  costs. "'^ 


'^General  Accounting  Office  LCD-74-319. 
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The  maximum  dollar  protection  for  a  subcontractor  under  the  Miller  Act  has  been  severely 
eroded  by  inflation.  In  any  event,  ASA  believes  that  subcontractors  deserve  protection  in  an 
amount  equal  to  that  of  the  government.  Thus,  ASA  supports  an  amendment  to  the  Miller  Act  to 
require  that  a  payment  bond  equal  the  performance  bond  on  a  Miller  Act  project. 

(2)  Extending  liability  to  the  Government  if  its  agent  fails  to  assure  that  a  proper 

payment  bond  is  in  place.  In  the  event  that  a  Miller  Act  bond  is  not  posted  by  the  prime 

contractor,  the  contract  is  voidable  and  can  be  terminated  by  the  government  at  its  option.  If  the 

government  does  not  terminate  the  contract,  and  the  contractor  defaults,  the  claimant  has  no 

standing  to  sue  the  government  for  payment  since  it  is  not  in  privity  with  the  government.  As 

stated  by  the  U.S.  Court  of  Appeals  for  the  Seventh  Circuit: 

"The  result  is  . .  .  unjust.  A  subcontractor  who  fulfills  his  part  of  the  bargain  should  not 
suffer  because  the  prime  contractor  defaulted,  and  the  government  contracting  officer  had 
not  insisted  on  compliance  with  the  Miller  Act.  We  agree  that  there  is  a  practical  problem  . 
.  .  that  is  not  addressed  by  the  Miller  Act,  but  that  is  a  problem  that  can  only  be  addressed, 
and  redressed,  by  Congress." 

ASA  supports  an  amendment  to  the  Miller  Act  to  place  an  affirmative  obligation  on  the 

government  to  assure  prime  contractor  compliance  with  the  Miller  Act  Under  such  a  provision, 

the  government  would  be  liable  to  the  subcontractor  if  the  contracting  officer  fails  to  assure  that 

the  prime  contractor  provided  a  suitable  bond.  ASA  believes  it  is  wrong  -  and  an  abrogation  of 

congressional  intent  -  for  a  subcontractor  to  suffer  a  financial  loss  because  of  the  government's 

failure  to  enforce  the  Miller  Act. 

(3)  Prohibiting  the  waiver  of  rights  under  the  payment  bond.  Some  agreements 
between  a  general  contractor  and  subcontractor  require  the  subcontractor  to  waive,  directly  or 
indirecdy,  its  rights  under  the  Miller  Act  Such  subcontract  provisions  are  designed  to  protect  the 
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genera!  contractor  and  its  surety  by  providing  them  with  defenses  on  a  bonded  job.  ASA  supports 
legislation  to  nullify  any  contract  provision  that  would  directly  or  indirectly  waive  a 
subcontractor's  rights  under  the  Miller  Act.  Given  the  uneven  negotiating  power  between  a 
general  contractor  and  a  subcontractor,  ASA  believes  that  such  provisions  --  which  operate  to  the 
legal  and  practical  detriment  of  the  subcontractor  --  should  be  against  public  policy. 

(4)  Permitting  the  award  of  attorney  fees  and  interest  to  a  successful  claimant  Many 
assume  that  a  prime  contractor  or  its  surety  settles  payment  claims  upon  receipt  of  notice  and 
after  investigation  of  the  merits  and  validity  of  the  claim.  However,  ASA  receives  many 
complaints  from  unpaid  subcontractors  that  a  surety's  disclaimer,  failure  to  respond,  or  other  act 
has  demonstrated  that  it  is  necessary  to  resort  to  actual  court  action  in  order  to  secure  the 
satisfaction  of  the  claim.  In  some  cases,  the  claimant  is  reluctant  to  initiate  litigation  because  it  is 
clear  that  the  legal  and  court  costs  will  be  so  high  in  proportion  to  the  amount  that  could  be 
recovered  as  to  constitute  an  effective  legal  barrier  to  the  very  protection  that  Congress  has 
statutorily  prescribed. 

Thus,  the  payment  bond  protection  afforded  by  the  Miller  Act  has  operated  unevenly.  For 
large  firms  that  take  on  sizable  subcontracts  and  whose  claims  may  be  sufficiently  large  to  permit 
litigation,  the  bonds  offer  the  protection  intended.  For  those  whose  claims  are  small,  and  who 
most  often  are  very  small  firms,  the  protection  is  not  available  from  a  practical  standpoint.  Thus, 
award  of  attorney  fees  to  successful  claimants  will  expedite  claim  processing  or  assure  fair 
treatment  for  valid  claims. 

(5)  Allow  notice  to  a  prime  contractor  by  any  method  that  provides  sufficient  proof 
of  receipt.  The  Miller  Act  requires  certain  subcontractors  and  suppliers  --  those  who  do  not  have 
a  direct  contractual  relationship  with  the  prime  contractor  —  to  provide  written  notice  to  the 
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prime  contractor  that  they  intend  to  institute  action  under  the  Miller  Act.  That  notice  must  be 
given  by  "registered  mail."  Although  most  courts  have  excused  this  requirement  when  it  has  been 
shown  that  a  prime  contractor  actually  received  notice,  it  still  may  provide  the  general  contractor 
and  its  surety  with  a  technical  defense  to  an  otherwise  recoverable  Miller  Act  suit.  ASA  supports 
legislation  to  amend  the  Miller  Act  to  allow  notice  to  be  sent  by  any  method  that  provides 
sufficient  proof  of  receipt. 

(6)  Defining  the  notice  as  timely  if  the  subcontractor  sends  it  within  the  90-day 
notice  period.  At  least  one  court  has  ruled  that  the  subcontractor's  notice  is  timely  only  if  the 
prime  contractor  receives  it  within  the  90-day  notice  period.  Once  the  subcontractor  turns  its 
notice  over  to  the  U.S.  Postal  Service  for  delivery  by  "registered  mail,"  it  no  longer  can  control 
the  timing  of  dehvery.  So,  no  matter  how  early  the  subcontractor  sends  the  proper  notice,  it  has 
no  guarantee  that  it  will  be  received  by  the  general  contractor  in  a  timely  manner,  given  the 
statutorily-mandated  delivery  method.  Thus,  ASA  supports  an  amendment  to  the  Miller  Act 
defining  that  notice  as  timely  if  the  subcontractor  sends  it  within  the  90-day  notice  period. 

(7)  Allowing  a  claimant  to  provide  notice  at  any  time  prior  to  90  days  after 
furnishing  labor  or  materials.  Some  courts  have  ruled  that  notice  given  before  the  actual  final 
day  of  work  was  premature  and  therefore  dismissed  the  suit.  These  court  rulings  provide  the 
general  contractor  and  its  surety  with  a  technical  defense  to  an  otherwise  recoverable  Miller  Act 
suit.  ASA  recommends  that  the  Miller  Act  be  amended  to  require  notice  "not  later  than  90  days" 
(rather  than  "within  90  days")  from  the  date  of  last  furnishing. 

(8)  Allowing  the  filing  of  suit  upon  the  denial  of  a  claim.  The  Miller  Act  requires  a 
claimant  to  wait  90  days  after  it  last  performs  labor  or  furnishes  material  on  the  project  before 
filing  suit.  Although  most  courts  have  excused  this  requirement,  it  still  may  provide  a  surety  with 


51 


a  technical  defense  to  an  otherwise  recoverable  Miller  Act  suit  ASA  recommends  that  the  Miller 
Act  be  amended  to  allow  waiver  of  the  90-day  waiting  period  provided  the  subcontractor  has 
received  a  denial  of  its  claim  from  the  general  contractor.  ASA  beheves  that  there  is  no  reason  to 
require  a  subcontractor  to  wait  90  days  when  it  knows  that  payment  will  not  be  forthcoming 
during  that  period. 

(9)  Allowing  the  filing  of  a  suit  up  to  one-year  after  anyone  has  furnished  labor  or 
material  on  a  project.  The  Miller  Act  requires  a  subcontractor  to  file  suit  within  one  year  from 
its  last  date  of  furnishing  labor  or  material  on  a  project.  This  is  a  serious  problem,  particularly  for 
"early  finishing"  trades  on  projects  where  funds  are  retained.  For  example,  a  subcontractor  whose 
work  may  be  completed  during  the  first  few  months  of  a  two-  or  three-year  project,  may  have  its 
final  payment  delayed  for  several  years  beyond  its  completion  date.  If  it  files  suit  within  the  one- 
year,  the  prime  contractor  and  the  surety  may  defend  on  the  ground  that  the  money  is  not  yet  due. 
If  the  subcontractor  waits  beyond  the  one  year,  it  loses  all  rights  under  the  Miller  Act.  ASA 
recommends  that  the  Miller  Act  be  amended  to  allow  the  filing  of  suit  up  to  one-year  after  anyone 
has  furnished  labor  or  material  on  the  project. 

(10)  Extending  the  protections  of  the  Miller  Act  to  progress  payments.  Under  the 
Miller  Act,  a  subcontractor  may  not  file  suit  under  the  payment  bond  until  it  has  been  off  the  job 
for  90  days.  Thus,  a  subcontractor  has  no  right  under  the  Miller  Act  to  assure  the  receipt  of 
periodic  progress  payments.  This  problem  is  exacerbated  by  terms,  frequently  found  in 
subcontracts,  that  prohibit  a  subcontractor  from  stopping  work  because  of  nonpayment.  Thus,  on 
a  large  job  of  lengthy  duration,  a  subcontractor  could  be  forced  to  work  for  months  or  even  years 
without  receiving  payment,  and  have  no  recourse  until  the  job  is  completed.  Therefore,  ASA 
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supports  an  amendment  to  the  Miller  Act  that  would  extend  the  protections  of  the  Act  to  progress 
payments. 

(11)  Extending  protections  of  the  Act  to  lower  tiers.  Coverage  under  the  Miller  Act  and 
hence  the  right  to  bring  an  action  under  the  contractor's  Miller  Act  bond  extends  to  those  in  direct 
contractual  relationship  with  the  prime  contractor.  The  right  to  sue  and  recover  under  the  Miller 
Act  thus  extends  no  further  than  the  supplier  to  a  subcontractor  and  second-tier  subcontractor  (a 
sub-subcontractor),  because  these  are  the  only  entities  with  a  direct  contractual  relationship  with  a 
subcontractor  of  the  prime  contractor.  Yet  there  may  be  multiple  tiers  of  subcontractors  on  a 
federal  construction  project.  This  has  become  increasingly  likely  with  the  advent  of  the  increased 
use  of  contract  bundling,  design-build,  construction  management,  general  contractors  that  do  no 
part  of  the  actual  construction  themselves,  and  increased  specialization  in  construction.  ASA 
supports  legislation  to  amend  the  Miller  Act  to  extend  the  protections  of  the  Act  to  all  on-site 
subcontractors  and  their  suppliers. 

Summary 

ASA  believes  that  it  is  time  for  Congress  to  address  the  twin  problems  of: 

(1)  the  inability  of  some  qualified  contractors  to  get  adequate  bonding;  and 

(2)  the  inadequate  payment  protection  afforded  subcontractors  and  suppliers  by  some 
payment  bonds. 

ASA  commends  this  Committee  for  taking  an  important  step  to  resolving  these  problems. 

ASA  believes  that  there  is  no  single  solution  to  the  surety  bond  access  problem.  However, 
maintaining  the  SBA's  Surety  Bond  Guarantee  Program  is  an  important  part  of  the  solution. 
Enactment  of  legislation  similar  to  the  "Equal  Surety  Bond  Opportunity  Act"  would  strengthen 
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small  businesses'  position  when  attaining  bonding.  Other  possible  solutions  include  the  use  of 
bond  waivers  when  subcontractors  are  provided  with  alternative  payment  protection  and 
irrevocable  letters  of  credit  in  heu  of  bonds. 

In  addition,  ASA  recommends  that  Congress  amend  the  Miller  Act  to  improve  payment 
protections  to  construction  subcontractors  and  suppliers. 

ASA  looks  forward  to  continue  to  work  witli  the  Subcommittee  on  the  important  issue  of 
surety  bonding. 
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Executiive  SuTnmary 

The  relationship  between  the  construction  industry  and  surety 
bond  companies  is  almost  a  century  old.   Today,  bonds  are 
required  by  the  federal  government  under  the  Miller  Act  and  by 
state  and  most  local  governments  under  a  myriad  of  "little  Miller 
Acts."   Many  private  owners  also  require  bonds  of  their  general 
contractors  and  many  general  contractors  require  bonds  of  their 
subcontractors . 

In  recent  years,  there  has  been  increasing  discussion  and  growing 
controversy  about  the  availability  of  surety  bonds  to 
contractors,  particularly  small,  emerging,  minority-owned,  and 
woman-owned  firms.   There  is  a  growing  body  of  evidence  that  such 
contractors  do,  indeed,  have  limited  access  to  surety  bonds  (See 
Survey  of  Construction  Subcontractors  on  Experience  with  Surety 
Bonding,  American  Subcontractors  Association  (1988) ;  The  Problems 
of  Small  and  Minority  Contractors  in  Obtaining  Surety  Bonds,  The 
Center  for  Risk  Management  and  Insurance  Research,  Georgia  State 
University  (1989) ;  and  various  studies  and  reports  by  the 
National  Association  of  Minority  Contractors) . 

Do  construction  specialty  contractors  have  a  problem  obtaining 
surety  bonds?   If  so,  how  widespread  is  the  problem?   What  is  the 
nature  of  the  problem?   And  what  are  the  reasons  or  causes  of  the 
problem? 

In  an  effort  to  obtain  answers  to  these  questions.  The  Foundation 
of  the  American  Subcontractors  Association  conducted  two 
nationwide  surveys  of  specialty  trade  contractors. 

One  survey  was  sent  by  the  ASA  Foundation  to  1,000  specialty 
trade  contractors  randomly  selected  from  its  membership  list. 
The  survey  questionnaire  was  mailed  by  the  ASA  Foundation  to 
these  contractors  three  times  between  February  1,  1990  and 
April  1,  1990.   Completed  questionnaires  were  returned  by  723  of 
the  1,000  ASA  members  to  which  the  survey  was  distributed, 
representing  a  72.3  percent  response  rate. 

An  identical  survey  was  sent  by  the  ASA  Foundation  to  2,000 
specialty  trade  contractors  randomly  selected  from  a  list 
provided  by  Dunn  &  Bradstreet  from  which  ASA  members  were 
removed.   The  survey  questionnaire  also  was  mailed  by  the  ASA 
Foundation  to  these  contractors  three  times  between  February  1, 
1990  and  April  1,  1990.   Completed  questionnaires  were  returned 
by  483  of  the  2,000  contractors  to  which  the  survey  was 
distributed,  representing  a  24.2  percent  response  rate. 

The  ASA  Foundation  surveys  generally  reveal: 


58 


•  a  surety  market  that  is  placing  increasing  demands  on  its 
contractor  clients,  through  increased  underwriting  requirements 
and  increased  premiums  —  and  a  reluctance  by  some  contractors 
to  meet  those  demands; 

•  a  pattern  of  surety  bond  agents  not  providing  their  clients 
with  needed  information; 

•  a  search  by  specialty  trade  contractors  to  have  their  bonding 
requirements  met  outside  of  the  standard  surety  market;  and 

•  an  underclass  of  principally  small  contractors  who  refuse  to  or 
are  unable  to  provide  surety  bonds  for  a  variety  of  reasons. 

An  Increased  Demand  for  Surety  Bonds 

Nearly  80  percent  of  ASA  members  and  non-ASA  members  responding 
to  the  surveys  reported  they  have  provided  surety  bonds  on 
construction  projects.-  Both  groups  reported  that  the  use  of 
bonds,  measured  both  by  number  and  size,  has  increased.   More 
than  50  percent  of  the  ASA  members  who  provide  bonds  said  that 
the  frequency  with  which  bonds  are  requested  has  increased  during 
the  last  three  years;  4  6.3  percent  of  the  non-ASA  members  said 
that  bond  frequency  has  increased.   The  size  of  bonds  that  are 
being  requested  increased  during  the  same  period  according  to 
49.4  percent  of  the  ASA  members  and  65.7  percent  of  the  non-ASA 
members. 

Public  V.  Private  Construction 

Both  ASA  members  and  non-members  reported  that  a  majority  of 
their  bonded  work  was  on  construction  on  which  the  owner  was  a 
public  entity  (ASA  members:  56.4  percent;  non-members:  51 
percent) .   Nonetheless,  both  reported  a  signicant  amount  of 
bonding  on  private  construction. 

Bonding  of  Subcontractors 

Both  groups  of  specialty  trade  contractors  also  reported  that 
they  most  frequently  performed  bonded  work  as  subcontractors  (ASA 
members:  66.6  percent;  non-members:  53.7  percent). 

Increased  Premiums 

The  cost  of  obtaining  a  surety  bond  increased  for  61.5  percent  of 
ASA  members  who  have  obtained  bonding  during  the  last  three 
years.   Sixty-five  percent  of  the  non-ASA  members  reported 
premium  increases  during  the  same  period. 

Increased  Underwriting  Requirements 

With  the  increased  demand  for  bonds  has  come  tighter  underwriting 
requirements.   During  a  three  year  period,  61.5  percent  of  the 
ASA  members  and  69.7  percent  of  the  non-ASA  members  who  provide 


bonds  reported  that  their  underwriting  requirements  had 
increased.   These  underwriting  changes  included  revising  or 
reformatting  financial  records  (ASA  members:  53.8  percent;  non- 
members:  56  percent) ;  providing  better  job  cost  information  (ASA 
members:  45.6  percent;  non-members:  47  percent);  providing 
personal  indemnification  (ASA  members:  61.4  percent;  non-members: 
57.9  percent);  and  providing  collateral  (ASA  members:  24.1 
percent;  non-members:  19.9  percent). 

Bonding  Capacity 

During  the  preceding  three  years,  a  majority  of  both  ASA  members 
and  non-members  maintained  or  increased  their  bonding  capacity. 
Those  whose  bonding  capacity  decreased  cited  a  variety  of 
reasons,  including  a  change  in  surety  company  policy  (ASA 
members:  50  percent;  non-members:  44.4  percent)  and  a  lack  of 
liquidity  (ASA  members:  50  percent;  non-members:  49.2  percent). 
Nearly  50  percent  of  both  groups  reported  that  they  were  given  no 
reason  for  the  reduction  in  their  bonding  capacity. 

Surety  Bond  Producers 

ASA  members  were  much  more  likely  than  non-ASA  members  to  use  an 
agent  who  is  a  bonding  specialist.   More  than  74  percent  of  ASA 
members  who  provide  bonds  said  their  agents  are  surety  bond 
specialists,  while  only  58  percent  of  non-ASA  members  reported 
they  use  specialists.   ASA  members  generally  reported  that  they 
receive  better  service  than  the  non-members;  this  was  true  both 
when  the  agents  used  were  specialists  and  when  they  were  not. 

Nonetheless,  both  groups  report  receiving  less  service  than  might 
be  considered  desirable  from  their  surety  bond  agents.   For 
example: 

•  42  percent  of  ASA  members  said  their  agents  gave  them  advance 
notice  of  a  rate  increase;  22.4  percent  of  non-ASA  members 
reported  receiving  advance  notice. 

•  36.7  percent  of  ASA  members  said  they  were  advised  about 
underwriting  changes  in  advance;  23.9  percent  of  non-ASA 
members  reported  receiving  such  notice. 

•44.2  percent  of  ASA  members  said  their  agents  explain  surety 
underwriting  criteria  in  advance  of  submitting  their  cases; 
29.9  percent  of  non-ASA  members  received  such  guidance. 

Alternative  Bonding  Markets 

Both  ASA  members  and  non-ASA  members  have  turned  to  non- 
traditional  markets  for  their  bonding  needs.   More  than  8  percent 
of  ASA  members  who  have  provided  surety  bonds  have  used  a 
government  sponsored  program,  such  as  the  U.S.  Small  Business 
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Administration's  Surety  Bond  Guarantee  Program,  to  meet  their 
bonding  needs  during  the  last  three  years.   More  than  12  percent 
of  non-ASA  members  have  used  such  programs. 

About  22  percent  of  each  group  have  used  alternatives  to 
corporate ' surety  bonds,  such  as  individual  surety  bonds,  letters 
of  credit,  and  certificates  of  deposit  during  the  last  three 
years. 

Out  of  the  Bonding  Harket 

About  2  0  percent  of  both  ASA  members  and  non-members  reported 
they  do  not  provide  surety  bonds.   Of  the  ASA  members  that  do  not 
provide  surety  bonds,  3  8.4  percent  said  that  they  do  not  bid  work 
which  requires  a  bond;  55.4  percent  of  the  non-ASA  members  said 
they  do  not  bid  work  that  requires  a  bond.   The  majority  of 
contractors  who  do  not  bid  bonded  work  reported  that  they  are 
unable  or  unwilling  to  comply  with  surety  company  requests  for 
information. 

But  12.8  percent  of  the  ASA  members  and  30.4  percent  of  the  non- 
ASA  members  reported  that  they  are  unable  to  obtain  bonding, 
despite  an  average  of  three  attempts  to  do  so.   Nearly  90  percent 
of  the  ASA  members  attributed  their  inability  to  obtain  bonding 
to  their  infrequent  need  for  bonds;  94.1  percent  of  the  non-ASA 
members  reported  that  infrequent  bond  needs  prevents  them  from 
obtaining  bonds.   Other  reasons  given  included  lack  of  liquidity 
(ASA  members:  57.9  percent;  non-members:  41.2  percent);  the 
proposed  project  was  significantly  larger  than  projects 
previously  completed  (ASA  members:  36.8  percent;  non-members: 
35.3  percent);  lack  of  adequate  financial  information  (ASA 
members:  31.6  percent;  non-members:  41.2  percent);  and 
discrimination  because  of  race  or  sex  (ASA  members:  21  percent; 
non-members:  17.6  percent).   More  than  31  percent  of  the  ASA 
members  reported  that  no  reason  was  given  for  the  rejection  of 
their  application  by  the  surety;  41.2  percent  of  the  non-members 
reported  they  received  no  explanation. 
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Survey  of  Members  of  t:he 
American  Subcontractors  Association 


Have  you  ever  provided  a  surety  bond  on  a  construction 
project? 

Yes:   79.7% 
No     20.3% 

What  is  the  largest  contract  in  dollars  for  which  you  have 
provided  payment  and  performance  bonds? 

Range:  $4,000  -  $45,000,000 

Mean:  $2,406,000 

Median:  $982,000 

Mode:  $500,000 

How  frequently  do  you  provide  a  surety  bond? 

Less  than  once  a  year:  13.6% 

I  to  2  times  a  year:  15.1% 
3  to  10  times  a  year:           41.0% 

II  to  25  times  a  year:  17.8% 
more  than  25  times  a  year:      12.5% 

During  the  last  three  years,  has  the  frequency  of  your 
request  for  bonds  increased,  stayed  the  same,  or  decreased? 

Increased:  50.9% 

Stayed  the  same:  42.6% 
Decreased:  6.5% 

During  the  last  three  years,  has  the  size  of  bonds  you 
requested  generally  increased,  stayed  the  same,  or 
decreased? 

Increased:  49.4% 
Stayed  the  same:  44.1% 
Decreased:  6.5% 

Indicate  the  percentage  of  bonded  work  you  generally  have 
performed  for  each  type  of  owner  during  the  last  three 
years: 

Federal  government:  25.2% 

State  or  local  government:       31.2%  -7 

Private  corporation:  43.6% 


89-984  0-95-3 
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7.  Indicate  the  percentage  of  bonded  work  on  which  you 
generally  have  served  as  prime  contractor,  subcontractor, 
or  sub-subcontractor  during  the  last  three  years: 

Prime  contractor:  28.1% 
Subcontractor:  66.6% 
Sub-subcontractor:   5.3% 

8.  During  the  last  three  years,  the  bond  premiums  (i.e.,  the 
cost  of  bonds)  for  your  company  have: 

Increased:  61.5% 

Stayed  the  same:  32.3% 
Decreased:  6.2% 

9a.    During  the  last  three  years,  the  underwriting  requirements 
(i.e.,  state  of  accounts  receivable,  financial  records, 
etc.)  which  your  firm  must  meet  in  order  to  obtain  a  bond 
have: 

Increased:  60.5% 

Stayed  the  same:  37.5% 
Decreased:  2.0% 

9b.    If  the  answer  is  "increased,"  what  additional  requirements 
were  imposed?   Please  check  as  many  as  apply. 

Revise  or  reformat  financial  records:  53.8% 

Copies  of  tax  records:  30.9% 

Obtain  additional  insurance:  17.1% 

Provide  better  job  cost  information:  45.6% 

Provide  personal  indemnification:  61.4% 

Subordination  of  debt:  20.3% 
Improve  collections  procedures:  8.2% 

Increase  capital  of  firm:  32.9% 

Provide  collateral:  24.1% 
Other  (written  in) : 

Submit  bid  tabulations:  2 

Submit  copies  of  contracts:  2 

Prepare  and  submit  a 

succession  plan:  2 

Certify  that  bid   is  designed 

to  make  a  profit  1 

10a.   During  the  last  three  years,  the  bonding  capacity  (i.e., 

the  dollar  amount,  number  of  bonds)  available  to  your  firm 
has: 

Increased:  38.5% 
Stayed  the  same:  37.4% 
Decreased:  24.1% 
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lOb.  If  the  bonding  capacity  of  your  firm  has  been  reduced 
during  the  last  three  years,  what  reasons  were  given? 
Please  check  as  many  as  apply. 

Lack  of  liquidity:  50.0% 

Lack  of  profitability:  45.5% 

Lack  of  adequate  financial  information:  9.0% 

Infrequent  bond  use:  25.0% 

Debt  to  worth  ratio:  38.5% 

Change  in  surety  bond  company  policies:  50.0% 
Other  reasons  (written  in) : 

No  succession  plan:        1 

New  surety  company:       1 

No  reason  was  given:  46.3% 

11.  Is  the  agent  through  whom  you  purchase  your  bonds  a 
specialist  in  surety  bonds? 

Yes:  74.8% 

No:  15.7% 

Don't  know:  7.2% 
My  firm  does  not  use  an  agent; 

we  purchase  bonds 

directly  from  a  surety:  2.3% 

12.  If  you  use  an  agent,  has  he/she  done  any  of  the  following? 
(Please  check  as  many  boxes  as  apply.) 

Specialist    Not  a        Total 
Specialist 


Provided  advance  notice 

of  rate  increases:         47.5%         29.3%      42.0% 

Advised  you  of 

underwriting  changes 

in  advance:  45.9%         28.3%       36.7% 

Explained  surety 

underwriting  criteria 

in  advance  of  submitting 

your  case:  48.5%         37.0%      44.2% 

Provided  positive  advice 
useful  in  preparing 
material  for  submission:    59.7%         32.6%      52.3% 

Suggested  changing 

surety  companies:  23.9%         26.1%      24.1% 
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Suggested  working  out 
problems  with  current 
surety  company: 

Required  the  purchase  of 
life  insurance  as  a 
condition  of  providing 
bonds: 

Required  the  purchase  of 
other  types  of  insurance 
(e.g.,  property  & 
casualty)  from  him/her  as 
a  condition  of  providing 
bonds: 

Required  collateral: 


19.9% 


13.8% 


6.2% 


3.4^ 


18.7% 


12.2% 


15.1% 

11.1% 

13.0% 

21.2% 

11.2% 

17.5% 

13, 


During  the  last  three  years,  has  your  company  obtained  a 
bond  through: 


U.S.  Small  Business  Administration's 

Surety  Bond  Guarantee  Program:  8.2% 

A  similar  state  program:  .4% 


14. 


During  the  last  three  years,  have  you  used  one  of  the 
following  as  an  alternative  to  a  corporate  surety  bond? 


Respondents 

Total  of 

Using 

Respondents 

Alternatives 

Using  Bonds 

to  Corporate 

Bonds 

Individual  or 

personal  surety: 

38.8% 

7.5% 

Letter  of  credit: 

59.2% 

11.4% 

Certificate  of  deposit: 

26.5% 

5.1% 

Other  (written  in) : 

Increased  retainage 

:       2 

Certified  check 

3 

Joint  checks 

2 

Joint  venture 

1 

Note:  22.3%  of  the  respondents  had  used  alternatives  to 
corporate  sureties  during  the  last  three  years. 
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15a.   Why  have  you  never  provided  a  surety  bond  on  a  construction 
project? 

Have  never  been  asked 

to  provide  a  bond:  46.2% 

Do  not  bid  on  work  which 

requires  a  bond:  38.4% 

Other  (written  in) : 
Negotiate  out 
of  the  bond:  15.4% 

15b.   If  you  do  not  bid  on  work  which  requires  a  bond,  please 
indicate  why. 

Respondents  Who  Do  Not  Bid 
on  Work  Requiring  a  Bond 

View  surety  company  requests 
for  information  as  too 
burdensome:  3  0.8% 

View  surety  company  information 
requests  as  an  unnecessary 
intrusion  into  my  business:  15.4% 

Refuse  to  maintain  financial 
records  in  a  format  required 
by  surety:  12.8% 

Refuse  to  provide  confidential 
information  requested  by  surety:       12.8% 

Refuse  to  provide  personal 
indemnification  requested 
by  surety:  15.4% 

My  company  is  unable  to 

provide  a  surety  bond:  12.8% 

15c.   If  your  company  has  not  been  able  to  obtain  surety  bonds, 
please  indicate  why. 

Respondents  Who  Are  Unable 
to  Provide  Surety  Bonds 

Have  not  been  in  business 

long  enough:  2  6.3% 

Lack  of  liquidity:  57.9% 
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Lack  of  profitability:  21.0% 

Lack  of  adequate  financial 

information:  31.6% 

Infrequent  bond  use:  89.4% 

The  proposed  project  was 
significantly  larger  than 
projects  previously  completed:         36.8% 

Chose  not  to  comply  with 
changes  to  business  or 
operating  procedures  suggested 
by  surety:  5.2% 

Discrimination  because  of 

race  or  sex:  21.0% 

No  reason  was  given  by  the 

surety  for  the  rejection  31.6% 

15d.   If  you  have  been  unable  to  obtain  surety  bonding,  how  many 
attempts  have  you  made  to  obtain  such  surety  bonds? 


Range: 

1 

-  6 

Mean: 

3. 

.22 

Median: 

2 

Mode: 

2 

16a.   Has  your  firm  lost  money  in  any  of  the  past  three  fiscal 
years? 

Those  Who 
Have  Provided 
Bonds 


Those 

Who 

Have  Not 

Provided  Bonds 

23. 

.5% 

76. 

.5% 

Yes:  27.9% 

No:  72.1% 

16b.   If  yes,  what  percentage  of  the  loss  was  on  the  following 
kinds  of  work. 

Those  Who  Those  Who 

Have  Provided  Have  Not 

Bonds  Provided  Bonds 

Private  work:          61.8%  44.4% 

Public  work:           38.2%  55,6% 
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17.    What  is  the  average  age  of  your  firm's  accounts  receivable 
(_i.e.  ,  the  average  number  of  days  required  to  collect 
payment) ? 


Those  Who 
Have  Provided 
Bonds 


Those  Who 
Have  Not 
Provided  Bonds 


Range: 
Mean: 
Median: 
Mode: 


20-165  days 
56.49  days 
45  days 
45  days 


30-120  days 
58.76  days 
45  days 
4  5  days 


What  is  the  approximate  annual  sales  volume  of  your  firm? 


Those  Who 
Have  Provided 
Bonds 


Those  Who 
Have  Not 
Provided  Bonds 


less  than 
$1  million: 


4.1% 


25.2% 


$1  million  - 
$2  million: 


17.6% 


38.8^ 


$2  million  - 
$3.5  million: 


19.3% 


15.6% 


$3.5  million  - 

$5  million: 

17, 

.2% 

$5  million  - 

$7  million 

12, 

.5% 

$7  million  - 

$10  million 

8. 

.2% 

over  $10  million: 

21. 

.1% 

12.2% 

3.4% 

2.7% 
2.1% 


19a, 


As  of  your  last  fiscal  year  end,  what  was  your  firm's  net 
worth  (total  assets  less  total  liabilities)? 


Those  Who 
Have  Provided 
Bonds 


Those  Who 
Have  Not 
Provided  Bonds 


Range: 

Mean: 

Median: 

Mode: 


($700,000)  - 

$250,000,000 

$2,886,000 

$670,000 

$250,000 


($310,000)  - 

$3,800,000 

$890,000 

$350,000 

$100,000 
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19b.   As  of  your  last  fiscal  year  end,  what  was  your  firm's 

working  capital  (current  assets  less  current  liabilities)? 

Those  Who  Those  Who 

Have  Provided        Have  Not 
Bonds  Provided  Bonds 

Range:  ($1,000,000)  -        ($368,000)  - 

$46,000,000  $2,100,000 

Mean:  $1,281,161  $365,000 

Median:  $490,000  $150,000 

Mode:  $250,000  $75,000 

20.    How  many  years  has  your  firm  been  in  business? 


Less  than  3  years: 
3-5  years: 
5-10  years: 
More  than  10  years: 


Those  Who 

Those  Who 

Have  Provided 

Have  Not 

Bonds 

Provided  Bonds 

.8% 

2.9% 

1.2% 

2.9% 

8.4% 

8.6% 

89.6% 

85.6% 
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Commentis  by  ASA  Members 


Alabcuna 


Alaska 


We  tried  to  obtain  bonding  on  three  different 
occasions  from  three  different  agents  before  we 
hit  pay  dirt  on  the  fourth  try.   We  found  the 
agents  basically  didn't  want  to  spend  the  time 
with  us.   The  fourth  time  we  were  referred  to 
an  agent  by  our  accountant  (also  new) .   He's 
great! 

Bonding  is  almost  impossible  to  obtain  through 
regular  channels.   Many  contractors,  including 
myself,  have  had  to  turn  to  individual 
sureties.   They  scare  me  to  death — but  I  need 
the  work. 


Arizona 


ASA  needs  to  devote  more  attention  to  getting 
sureties  to  pay  their  claims.  What  good  does 
it  do  for  me  or  anyone  else  to  provide  a  bond 
if  the  sureties  don't  pay  when  the  contractor 
defaults?  They  just  use  the  premiums  to  line 
their  pockets  and  pay  their  legal  bills  to 
fight  claims. 


Arkcuisas 


Colorado 


Colorado 


We  learned,  after  the  fact,  that  if  you  show  an 
accrual  method  loss  for  two  consecutive  years 
(regardless  of  the  reason) ,  getting  a  bond 
becomes  a  real  problem. 

Our  fiscal  year  ends  on  June  30.   The  last  two 
quarters  of  1989  were  good  for*  us  resulting  in 
us  recouping  our  losses  from  the  previous  year. 
Our  losses  were  the  result  of  slow  payments  and 
massive  legal  and  collection  costs. 

We  view  bonding  as  a  strategic  marketing  tool, 
in  that  its  requirement  will  eliminate  some  of 
our  less  desirable  competition. 


Connecticut       We  couldn't  get  bonding  due  to  poor 

profitability  in  87  and  88.   Lost  many  good 
opportunities. 
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Conneaticut: 


Florida 


If  a  company  is  strong,  well  managed, 
profitable,  and  reasonable  amounts  of  profit 
are  held  as  retained  earnings,  bonding  is  easy 
to  obtain,  and  the  costs  worthwhile  to  the 
"owner."   (If  I  were  in  the  bonding  business, 
those  are  the  subcontractors  I  would  want, 
wouldn't  you?!)   I  don't  believe  that 
availability  of  bonds  is  the  problem  .  .  .  but 
rather  the  fact  that  the  typical  subcontractor 
is  not  strong,  well  managed,  and  profitable! 

A  couple  of  years  ago  the  local  Minority 
Business  Development  Center  got  some  general 
contractors  to  use  direct  disbursement  to  the 
sub-subs  instead  of  requiring  surety  bonds. 
It's  helped.   But  what  do  I  do  when  I  need  a 
bond? 


jflorida 


Florida 


Georgia 


Georgia 


Each  time  I  need  a  bond,  my  agent  seems  to  want 
something  different:   the  financials  need  to  be 
changed,  my  estimating  procedures  need  to  be 
changed,  he  needs  copies  of  my  tax  records.   I 
feel  like  I'm  dealing  with  a  moving  target. 

One  of  the  best  things  ASA  ever  did  was  to 
alert  me  to  the  problems  of  individual  sureties 
and  fly-by-night  companies.   I'm  sure  you've 
saved  me  money  during  the  last  few  years  when 
these  guys  have  flourished. 

The  business  counseling  service  at  the 
university  spent  a  lot  of  time  with  me  helping 
to  fill  out  forms  and  prepare  a  succession 
plan.   They  then  put  me  in  touch  with  a  surety 
agent  who  specializes  in  small  contractors  like 
my  company. 

Our  firm,  of  which  my  husband  and  I  each  own  50 
percent,  had  trouble  getting  bonding  until  my 
husband  started  going  to  the  agents.   We  think 
that's  pretty  funny.   I've  got  the  business 
degree  and  the  estimating  experience.   My 
husband's  a  great  mechanic  but  has  never 
figured  out  how  to  read  a  financial  statement. 
What  a  business! 


Illinois 


Due  to  our  lack  of  bonded  work,  we  are  not  able 
to  purchase  bonds. 
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Illinois 


Illinois 


Illinois 


Illinois 


Indiana 


Louisiana 


Louisiana 


We  have  not  been  asked  to  supply  a  bond  as  a 
subcontractor  for  more  than  five  years.   All 
bonds  have  been  for  contracts  directly  with  the 
owner. 

Every  year  since  1981  has  been  less  "fun" — 
increased  competition,  decreased  profit 
margins,  increased  involvement  with  bankers, 
lawyers,  and  other  non-construction-oriented 
people  have  made  our  business  more  adversarial, 
riskier,  and,  at  least  for  me,  less  enjoyable. 

We  have  not  recognized  any  severe  problems  with 
surety  bonds.   We've  worked  hard  to  develop  a 
close  relationship  with  our  bonding  agent  and 
company  and  have  proven  ourselves  time  and  time 
again.   I  currently  do  not  feel  there  is  a 
problem  in  our  industry  today  with  contractors' 
inability  to  secure  bonds.   I  do  feel  that  our 
industry  could  utilize  the  principles  of 
bonding  to  help  correct  many  ills  of  our 
industry  i.e.,  having  to  compete  with 
unqualified,  underfinanced  and  illegitimate 
competition. 

Whenever  possible  we  encourage  the  use  of  bonds 
and  find  that  when  owners  do  use  bonds,  they 
attract  better  qualified  contractors  and 
therefore  receive  better  quality  work. 

Every  time  I  deal  with  my  surety  agent  I 
realize  what  Charlie  Brown  feels  like  playing 
football  with  Lucy. 

The  ability  to  obtain  bonding  is  a  clear 
strategic  advantage  to  our  firm.   We  would 
oppose  any  program  by  ASA  to  provide  bond 
access  to  members.   (The  SBA  bond  program  is 
rife  with  abuse  and  has  caused  us  to  lose 
business  to  unqualified  startup  companies) . 

From  my  20  years  experience:   Proper  bonding 
requires  openness,  full  personal  endorsements, 
much  CPA  involvement  with  operation,  years  of 
experience,  open  yet  not  bowing  over  to  their 
requests,  backup  in  every  area  of  business 
operation  in  field  and  offices,  a  solid 
insurance  program,  and  a  good  amount  of  cash. 
All  of  the  above  are  very  difficult  for  a  young 
and  growing  or  small  firm. 
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Louisiana 


Maryland 


Massachusetts 


Michigan 


Mississippi 


Bonding  is  no  big  problem  now! 
was  a  big  problem. 


15  years  ago  it 


Bonding  has  not  been  required  for  the  last 
three  years. 


Red  tape,  red  tape  and  more  red  tape! 
worse  than  the  government. 


They're 


Our  former  bonding  company  on  occasion  asked 
some  of  our  private  clients  to  put  100  percent 
of  the  contract  value  in  a  separate  bank 
account  and  asked  for  CPA  certified  financial 
statements,  an  insult  to  many  clients.   In  one 
instance,  a  large  church  cancelled  our  project. 

I  had  to  pay  a  $500  fee  before  the  agent  would 
even  look  at  my  account.   I  got  the  bond.   I 
successfullly  completed  the  project.   Was  it 
worth  it? 


Missouri 


Missouri 


New  Jersey 


New  York 


Although  I  can  get  bonds,  I  do  not  bid  jobs  ' 
requiring  them  because  of  the  hassle  in  getting 
them.   My  first  year  in  business  I  could  get 
larger  bonds  than  I  can  get  a  year  later. 

The  bonding  underwriters  are  very  pessimistic 
today.   They  do  not  seem  to  place  much  emphasis 
on  past  results.   If  you  had  one  bad  year,  they 
reduce  or  eliminate  your  capacity,  irrespective 
of  how  much  planning/restructuring/backlog  you 
have  done  to  demonstrate  things  are  turned 
around.   They  tell  you  how  to  run  your 
business.   If  things  don't  change,  bonding 
companies  will  be  the  primary  determinate  of 
who  is  in  business  in  the  future.   We've  tried 
with  no  avail  to  secure  an  adequate  line. 
Something  must  be  done.   We  don't  have  the 
answer. 

It's  almost  impossible  for  a  small  firm  to 
break  into  the  construction  market  here. 
Bonding  is  a  major  barrier.   I  made  it  only 
because  I  was  able  to  buy  into  another  firm. 

In  our  case  the  bonding  company  want  the 
officers  and  their  wives  to  offer  personal 
indemnification.   They  have  no  exposure  at  all. 
We  are  paying  them  a  commission  for  nothing. 
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New  York 


New  York 


New  York 


New  York 


We  are  with  the  same  bonding  company  since  1927 
and  have  had  absolutely  no  problems  with 
obtaining  bonds. 

We  are  a  small  jobbing  type  shop  specializing 
in  custom  metal  fabrications.   Our  emphasis  is 
on  the  private  market  and  in  specialties 
because  we  can  control  the  cash  flow  by  working 
directly  with  the  end  user.   In  some  cases 
(especially  with  state  contracts)  bonding  would 
be  of  valuable  use  to  us.   However,  in  the  past 
we  have  attempted  at  least  twice  to  get  a 
performance  bonding  for  some  small  projects 
under  $50,000,  but  the  hassles  and 
requirements,  not  to  mention  the  timing  prior 
to  bidding,  was  just  so  ridiculous  that  we 
choose  to  avoid  contracts  that  require  bonding. 

We  provide  bonds  to  general  contractors  only. 
As  of  December  31,  1989  we  were  unable  to 
provide  bonding  on  projects  over  $250,000. 

I  feel  that  bonds  are  a  farce!   Today  they  are 
meaningless  and  ineffective.   With  retentions 
as  well  it  is  just  another  abuse  of  the 
subcontractor.   Perhaps,  there  should  be  no 
retention  with  a  bond. 


New  York 


It  is  my  personal  feeling  that  in  upstate  New 
York,  surety  is  handled  by  a  handful  of  people 
who  have  total  control  over  the  market  and 
dictate  rates  and  bond  requirements  and 
criteria! 


North  Carolina    In  developing  a  relationship  with  our  current 
bonding  company  over  the  last  two  years,  we 
have  noticed  increasing  willingness  of  our 
agent  to  work  with  us,  offer  advice,  less 
stringent  cash  requirements  of  the  company. 

North  Carolina    We  try  not  to  use  bonds  and  work  it  out  with 
the  contractor. 

North  Carolina    It  is  getting  harder  and  harder  to  get  bonding. 
Also  we  are  charged  a  fee  of  $25  -  35  per  bid 
bond.   The  rates  are  also  a  lot  more  than  what 
a  normal  contractor  pays. 
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Ohio 


I  recently  changed  bonding  companies  and 
voluntarily  accepted  a  rate  increase  from  $9  to 
$12  to  avoid  increased  and  expensive  accounting 
demands  from  the  first  bonding  company.   They 
wanted  quarterly  percentage  of  completion 
statements.   I  was  already  providing  them 
semiannually.   I  said  "no."   It  is  silly  to 
have  to  provide  percentage  completion  when  your 
average  job  is  $25-30,000  and  you  do  300  jobs 
per  year. 


Ohio 


I  normally  avoid  bidding  jobs  on  which  I  would 
have  to  bond,  because  of  the  increased 
paperwork.   Since  I  have  been  in  business,  I 
have  only  provided  one  payment/performance 
bond,  and  that  was  for  a  $4  000  job  for  a 
private  customer.   I  was  able  to  get  the  bond 
only  because  I  knew  the  agent  through  ASA  and 
was  not  required  to  submit  financials.   The 
customer  only  told  me  about  the  bond 
requirement  after  I  had  been  awarded  the  job. 
Rather  than  tell  him  I  didn't  know  if  I  could 
bond  the  job,  I  asked  my  ASA  friend  for  a 
favor. 


Ohio 


Ohio 


Oregon 


Our  firm  actively  seeks  to  avoid  jobs  requiring 
bonds  and  if  we  encounter  one  we  usually 
successfully  negotiate  out  of  it  due  to  the 
long  term  reputation  of  our  firm  and  its 
principals. 

Our  premium  rate  for  bonding  is  high  $25  per 
thousand.   The  rate  hasn't  changed  over  the 
last  three  years.   We  don't  seek  a  lot  of 
bonded  jobs  because  we  don't  know  the  limits  of 
our  capacity.   In  order  to  get  bonded  for  the 
high  contract  amount  (question  2)  we  had  to  put 
up  additional  collateral.   Our  accountant  tells 
us  that  the  current  ratios  and  debt  to  equity 
ratios  that  the  sureties  want  are  unrealistic 
for  the  construction  industry  -  at  least  for 
our  industry  which  maintains  a  large  capital 
investment  in  operating  equipment. 

My  bonding  agent  reviews  my  contracts  and  gives 
me  great  advice  about  ways  to  protect  myself. 
At  least  that's  what  I  thought  until  I  found 
out  that  he  was  advising  general  contractors  to 
put  in  their  contracts  the  exact  same  type  of 
clauses  he  was  telling  me  not  to  sign.   What  a 
hypocrite! 
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Pennsylvania      The  bonding  industry  at  this  point  in  time  is 
totally  out  of  control  because  of  their  own 
past  practices  of  issuing  bonds  to  anyone.   Our 
industry  has  had  to  pay  the  price  of  additional 
premiums,  and  multiple  bonding  that  gives  them 
150  percent  plus  of  bonding  on  most  projects. 
In  addition,  they  have  severely  restricted  the 
ability  to  obtain  bonding.   Even  with 
historical  profitability  and  proven  track 
records  the  restrictions  are  so  severe  as  to 
create  an  almost  impossible  situation. 

Pennsylvania      Why  should  I  be  required  to  provide  a  bond  just 
because  the  shaky  general  contractor  who  got 
the  job  can't?   Oh,  yes,  I  want  the  job,  so 
I'll  do  it.   I  hope  I  don't  regret  it  some  day. 

South  Carolina    All  of  our  bonding  is  presently  through  SBA. 

Very  stringent  and  inflexible;  occasionally  out 
of  money  causing  no  bid  situations.   Bonding 
increases  are  hard  to  get  even  though  we  are  a 
company  of  52  years.   Increases  based  upon  a 
factor  of  1.5  times  largest  job  rather  than 
other  factors  such  as  gross  work  handled  and 
financial  data. 


South  Carolina 


Tennessee 


Texas 


Texas 


Texas 


We  have  a  good  working  relationship  with  our 
bonding  company  and  insurance  agent. 

Some  subcontractors  think  bonds  guarantee 
payment.   All  they  really  guarantee  is  that  the 
general  contractor  will  have  a  big  insurance 
company  lawyer  dreaming  up  of  ways  not  to  pay 
you. 

We  have  found  it  simpler  to  arrange  for  some 
alternative  to  bonds  than  to  obtain  a  bond.   We 
have  furnished  letters  of  credit  in  lieu  of 
bonds . 

The  Texas  market  is  still  soft;  profit  margins 
are  nil.  If  we  wanted  to  get  a  surety  bond,  I 
don't  really  think  we  would  have  much  problem. 

Because  the  economy  in  Texas  for  the  past  six 
years  has  been  so  poor  and  so  many  contractors 
have  gone  bankrupt,  I  assume  the  surety's  have 
tightened  their  requirements  and  are  requiring 
general  contractors  to  lay  off  as  much  of  the 
bonding  as  they  can  on  subcontractors. 
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Texas 


We  had  a  recent  experience  in  which  our  bonding 
company  refused  a  bond  to  us,  because  of  their 
relationship  with  a  large  national  general 
contractor. 


Vermont 


Virginia 


I  couldn't  survive  without  the  SBA  program. 
I'm  glad  that  ASA  supports  it. 

Since  the  founding  our  firm  in  1971  we  have 
targeted  a  large  percentage  of  our  efforts  to 
the  Federal  Government  contracting  arena. 
Since  payment  and  performance  bonds  are 
required  on  all  contracts,  we  very  quickly 
realized  the  importance  of  being  able  to  obtain 
surety  bonding.   When  a  company  has  no  real  net 
worth,  no  record  of  past  performance,  and 
limited  resources,  it  is  very  difficult  to 
establish  a  bonding  line.   Personal 
indemnification  agreements,  certified  financial 
statements,  limits  on  job  size  permitted  to 
bid,  and  close  oversight  of  overall  operations 
were  all  conditions  imposed  before  a  surety 
would  consider  issuing  bonds.   Even  though  we 
resented  certain  aspects  of  this  scrutiny  and 
outside  control  at  the  time,  hindsight  shows 
that  a  good  deal  of  our  current  success  can  be 
attributed  to  the  disciplined  approach  to 
growth  we  were  forced  to  follow.   We  had  to 
implement  a  good  system  of  cost  controls;  we 
were  required  to  complete  projects  of  a  certain 
size  before  being  allowed  to  bid  on  larger 
projects,  and  we  were  forced  to  manage  our 
growth  responsibly.   We  view  the  insight  and 
the  overview  provided  by  our  agent  and  surety 
as  an  asset,  and  the  discipline  they  helped 
impose  has  improved  our  entire  operation.   Far 
too  many  small  start-up  contractors  lack  the 
self-discipline  needed  to  assure  the  steady, 
manageable  growth  required  for  long  term 
survival.   They  have  a  very  disruptive  and 
negative  impact  on  the  overall  bid  market  as 
everyone  else  helps  pay  for  their  education. 
With  the  check  and  balances  inherent  to  the 
bonding  process,  responsible  contractors  are 
rewarded  and  strengthened,  while  those  who 
refuse  to  act  responsibly  find  it  very  hard  to 
survive.   We  would  encourage  any  and  all 
efforts  to  broaden  the  use  and  requirements  for 
bonds.   In  our  opinion,  the  net  result  would  be 
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an  improvement  in  the  level  of  performance  and 
competition  throughout  the  contracting 
business.   Good  contractors  with  good  track 
records  that  find  bonding  hard  to  obtain  should 
take  a  long  hard  look  at  their  own  operations 
before  trying  to  revamp  the  surety  process. 

Wisconsin         By  the  time  I  provide  collateral,  I'm  basically 
self -insuring.   What  am  I  paying  premiums  for? 
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Survey  of  Specialty  Contractors 
on  Dunn  &  Bradstreet  List 
Wbo  Are  Not  Members  of  ASA 


Have  you  ever  provided  a  surety  bond  on  a  construction 
project? 


Yes: 
No 


79. li 
20. 9i 


What  is  the  largest  contract  in  dollars  for  which  you  have 
provided  payment  and  performance  bonds? 

Range:  $5,000  -  $7,000,000 

Mean:  $1,324,000 

Median:  $575,000 

Mode:  $250,000 

How  frequently  do  you  provide  a  surety  bond? 

Less  than  once  a  year:  14.9% 

I  to  2  times  a  year:  20.9% 
3  to  10  times  a  year:  43.3% 

II  to  25  times  a  year:  11.9% 
more  than  25  times  a  year:        9.0% 

During  the  last  three  years,  has  the  frequency  of  your 
request  for  bonds  increased,  stayed  the  same,  or  decreased? 

Increased:  46.3% 
Stayed  the  same:  4  9.2% 
Decreased:  4.5% 

During  the  last  three  years,  has  the  size  of  bonds  you 
requested  generally  increased,  stayed  the  same,  or 
decreased? 

Increased:  65.7% 
Stayed  the  same:  32.8% 
Decreased:  1.5% 


Indicate  the  percentage  of  bonded  work  you  generally  have 
performed  for  each  type  of  owner  during  the  last  three 
years: 

Federal  government:  13.6% 

State  or  local  government:       37.4% 
Private  corporation:  49.0% 
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7.  Indicate  the  percentage  of  bonded  work  on  which  you 
generally  have  served  as  prime  contractor,  subcontractor, 
or  sub-subcontractor  during  the  last  three  years: 

Prime  contractor:  41.1% 
Subcontractor:  53.7% 
Sub-subcontractor:   5.2% 

8.  During  the  last  three  years,  the  bond  premiums  (i.e.,  the 
cost  of  bonds)  for  your  company  have: 

Increased:  65.1% 
Stayed  the  same:  28.8% 
Decreased:  6.1% 

9a.    During  the  last  three  years,  the  underwriting  requirements 
(i.e.,  state  of  accounts  receivable,  financial  records, 
etc.)  which  your  firm  must  meet  in  order  to  obtain  a  bond 
have: 

Increased:  69.7% 

Stayed  the  same:  3  0.3% 
Decreased:  0.0% 

9b.    If  the  answer  is  "increased,"  what  additional  requirements 
were  imposed?   Please  check  as  many  as  apply. 

Revise  or  reformat  financial  records:  56.0% 

Copies  of  tax  records:  33.8% 

Obtain  additional  insurance:  15.0% 

Provide  better  job  cost  information:  47.0% 

Provide  personal  indemnification:  57.9% 

Subordination  of  debt:  22.9% 

Improve  collections  procedures:  14.7% 

Increase  capital  of  firm:  29.3% 

Provide  collateral:  19.9% 
Other  (written  in) : 

Change  accountants:  1 

Prepare  and  submit  a 

succession  plan:  1 

Be  more  selective  of  clients  1 

10a.   During  the  last  three  years,  the  bonding  capacity  (i.e., 

the  dollar  amount,  number  of  bonds)  available  to  your  firm 
has: 

Increased:  31.9% 
Stayed  the  same:  44.6% 
Decreased:         23.5% 
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lOb.  If  the  bonding  capacity  of  your  firm  has  been  reduced 
during  the  last  three  years,  what  reasons  were  given? 
Please  check  as  many  as  apply. 

Lack  of  liquidity:  49.2% 

Lack  of  profitability:  47!o% 

Lack  of  adequate  financial  information:  9.5% 

Infrequent  bond  use:  3o!l% 

Debt  to  worth  ratio:  39!?% 

Change  in  surety  bond  company  policies:  44.4% 
Other  reasons  (written  in) : 
Trade  specialty:     1 

No  reason  was  given:  50.8% 

11.  Is  the  agent  through  whom  you  purchase  your  bonds  a 
specialist  in  surety  bonds? 

Yes:  58.1% 

No:  22.5% 

Don't  know:  18.0% 
My  firm  does  not  use  an  agent; 

we  purchase  bonds 

directly  from  a  surety:  1,4% 

12.  If  you  use  an  agent,  has  he/she  done  any  of  the  following? 
(Please  check  as  many  boxes  as  apply.) 

Specialist    Not  a        Total 
Specialist 

Provided  advance  notice 

of  rate  increases:         30.7%         13.3%      22.4% 

Advised  you  of 

underwriting  changes 

in  advance:  30.8%  6.7%      23.9% 

Explained  surety 

underwriting  criteria 

in  advance  of  submitting 

your  case:  41.0%  6.7%      29.9% 

Provided  positive  advice 
useful  in  preparing 
material  for  submission:    53.9%         26.7%      43.3% 

Suggested  changing 

surety  companies:  35.9%         19.5%       30.4% 
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Suggested  working  out 
problems  with  current 
surety  company:  23.1% 

Required  the  purchase  of 
life  insurance  as  a 
condition  of  providing 
bonds:  15.4% 

Required  the  purchase  of 
other  types  of  insurance 
(e.g. ,  property  & 
casualty)  from  him/her  as 
a  condition  of  providing 
bonds:  15.4% 

Required  collateral:         26.1% 


6.7% 


9.7% 


12.8% 
15.1% 


16.4' 


12.8' 


14.1^ 
21.8° 


During  the  last  three  years,  has  your  company  obtained  a 
bond  through: 

U.S.  Small  Business  Administration's 

Surety  Bond  Guarantee  Program:  10.5% 

A  similar  state  program:  1.6% 

During  the  last  three  years,  have  you  used  one  of  the 
following  as  an  alternative  to  a  corporate  surety  bond? 


Respondents 

Using 

Alternatives 

Total  of 
Respondents 
Using  Bonds 

to  Corporate 
Bonds 

Individual  or 

personal  surety: 

40.0% 

9.0% 

Letter  of  credit: 

53.3% 

12.0% 

Certificate  of  deposit: 

33.3% 

7.5% 

Government  securities 

6.7% 

3.0% 

Other  (written  in) : 

Certified  check 

4 

Note:  2  2.4%  of  the  respondents  had  used  alternatives  to 
corporate  sureties  during  the  last  three  years. 
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15a.   Why  have  you  never  provided  a  surety  bond  on  a  construction 
project? 

Have  never  been  asked 

to  provide  a  bond:  22.7% 

Do  not  bid  on  work  which 

requires  a  bond:  55.4% 

Other  (written  in) : 
Negotiate  out 
of  the  bond:  21.9% 

15b.   If  you  do  not  bid  on  work  which  requires  a  bond,  please 
indicate  why. 

Respondents  Who  Do  Not  Bid 
on  Work  Requiring  a  Bond 

View  surety  company  requests 
for  information  as  too 
burdensome:  39.3% 

View  surety  company  information 
requests  as  an  unnecessary 
intrusion  into  my  business:  10.7% 

Refuse  to  maintain  financial 
records  in  a  format  required 
by  surety:  5.4% 

Refuse  to  provide  confidential 
information  requested  by  surety:        3.6% 

Refuse  to  provide  personal 
indemnification  requested 
by  surety:  28.6% 

My  company  is  unable  to 

provide  a  surety  bond:  30.4% 

15c.   If  your  company  has  not  been  able  to  obtain  surety  bonds, 
please  indicate  why. 

Respondents  Who  Are  Unable 
to  Provide  Surety  Bonds 

Have  not  been  in  business 

long  enough:  47.1% 

Lack  of  liquidity:  41.2% 
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Lack  of  profitability:  23.5% 

Lack  of  adequate  financial 

information:  41.2% 

Infrequent  bond  use:  94.1% 

The  proposed  project  was 
significantly  larger  than 
projects  previously  completed:         3  5.3% 

Chose  not  to  comply  with 
changes  to  business  or 
operating  procedures  suggested 
by  surety:  23.5% 

Discrimination  because  of 

race  or  sex:  17.6% 

No  reason  was  given  by  the 

surety  for  the  rejection  41.2% 

15d.   If  you  have  been  unable  to  obtain  surety  bonding,  how  many 
attempts  have  you  made  to  obtain  such  surety  bonds? 


Range: 

1-6 

Mean: 

3.3 

Median: 

2 

Mode: 

2 

16a.   Has  your  firm  lost  money  in  any  of  the  past  three  fiscal 
years? 

Those  Who  Those  Who 

Have  Provided  Have  Not 

Bonds  Provided  Bonds 

Yes:  26.6%  26.3% 

No:  73.4%  73.7% 

16b.   If  yes,  what  percentage  of  the  loss  was  on  the  following 
kinds  of  work. 

Those  Who  Those  Who 

Have  Provided  Have  Not 

Bonds  Provided  Bonds 

Private  work:  59.7%  54.6% 

Public  work:  40.3%  45.4% 
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17.    What  is  the  average  age  of  your  firm's  accounts  receivable 
(i^.e.  ,  the  average  number  of  days  required  to  collect 
payment) ? 


Those  Who 
Have  Provided 
Bonds 


Those  Who 
Have  Not 
Provided  Bonds 


Range: 

Mean: 

Median: 

Mode: 


20-120  days 
61.24  days 
4  5  days 
4  5  days 


30-120  days 
60.91  days 
45  days 
45  days 


18, 


What  is  the  approximate  annual  sales  volume  of  your  firm? 


Those  Who 
Have  Provided 
Bonds 


Those  Who 
Have  Not 
Provided  Bonds 


less  than 
$1  million: 


8.6% 


23.8? 


$1  million  - 
$2  million: 


26.4% 


39.6% 


$2  million  - 
$3.5  million: 


22.0^ 


11.9% 


$3.5  million  - 
$5  million: 


16.2% 


6.9% 


$5  million  - 
$7  million 


8.9? 


8.9% 


$7  million  - 

$10  million         6.3% 

over  $10  million:      11.6% 


4.9% 
4.0% 


19a. 


As  of  your  last  fiscal  year  end,  what  was  your  firm's  net 
worth  (total  assets  less  total  liabilities)? 


Those  Who 
Have  Provided 
Bonds 


Those  Who 
Have  Not 
Provided  Bonds 


Range : 

Mean: 

Median: 

Mode: 


$28,000  - 

$5,000,000 

$939,000 

$500,000 

$250,000 


$30,000  - 

$3,500,000 

$530,000 

$200,000 

$200,000 


85 


19b.   As  of  your  last  fiscal  year  end,  what  was  your  firm's 

working  capital  (current  assets  less  current  liabilities)? 


Those  Who 
Have  Provided 
Bonas 


Those  Who 
Have  Not 
Provided  Bonds 


Range : 

Mean: 

Median: 

Mode: 


$18,000  - 

$6,000,000 

$852,773 

$185,000 

$150,000 


$28,000  - 

$2,000,000 

$360,000 

$167,000 

$45,000 


20.    How  many  years  has  your  firm  been  in  business? 


Less  than  3  years: 
3-5  years: 
5-10  years: 
More  than  10  years: 


Those  Who 

Those  Who 

Have  Provj 

.ded 

Have  Not 

Bonds 

Provided  Bonds 

2.8% 

11.9% 

4.4% 

5.9% 

7.7% 

23.8% 

85.1% 

58.4% 

86 


Comments  by  ASA  Non-Members 


Alabama 


All  sureties  that  I  have  come  in  contact  with 
will  not  allow  bank  lines  of  credit  to  be 
secured  by  accounts  receivable.   This  places  an 
unbelievable  burden  on  liquid  assets,  because 
they  must  now  be  used  to  secure  adequate  bank 
lines.   Bonding  companies  also  do  not  seem  to 
recognize  retainage  that  is  over  90  days  old. 
On  long  term  contracts  (six  months  or  longer) 
retainage  can  be  tied  up  for  indefinite  periods 
of  time.   According  to  most  contracts,  retainage 
does  not  become  legally  due  until  30  days  after 
completion  by  the  general  contractor! 


Arizona 


I  thought  I  was  getting  okay  service  from  my 
agent  until  I  read  the  list  of  services  in  the 
survey.   Now  I  know  what  to  ask  for.   If  my 
current  agent  can't  provide  these  services,  I'll 
find  someone  who  can. 


California       We're  a  small,  newly  formed  landscape 

contractor.   We  would  prefer  to  work  as  a  prime 
contractor  since  that's  where  the  money  is.   But 
most  of  the  time  we're  forced  to  work  as  a 
subcontractor  unless  we  can  talk  our  way  out  of 
the  bond. 


Connecticut      Bonding  companies  should  be  more  careful  about 

who  they  bond  .  .  .  but  they  also  should  be  more 
objective  and  fair.   I  think  agents  are  a  lot 
more  willing  to  bond  their  big  clients  —  than 
the  little  guy  who's  just  as  capable,  if  not 
more  capable  of  doing  the  work. 

Florida  We're  concerned,  as  a  privately  owned  business, 

that  other  entities  have  become  too  involved  in 
our  business  secrets — our  business  decisions. 
We'd  almost  prefer  to  put  up  cash  and  our  home 
to  provide  less  information  to  the  surety. 

Florida  The  Small  Business  Administration  is  great  in 

assisting  small  compainies  in  getting  bonds  by 
guaranteeing  sureties  against  any  loss.   What  is 
bad  is  the  premiums.   Most  states  that  I  am 
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Florida 


working  in  now  have  a  premium  of  3  percent  of 
the  total  contract  amount.   This  rate  can  cost  a 
contractor  a  job.   A  big  contractor  is  only 
paying  an  average  of  1  percent.   Sureties  may  be 
more  secure  with  big  contractors.   —  But  when 
and  how  do  we  get  the  opportunities  to  get  big 
and  compete  with  a  better  edge? 

We  are  licensed  as  a  general  contractor  and  a 
mechanical  contractor  and  registered  engineers. 
We  do  structural  fabrication,  build  cranes,  do 
concrete  plus  Class  A  general  construction.   The 
track  records  required  by  sureties  are 
impossible  to  attain  from  a  young  company.   The 
SBA  route  is  a  ton  of  paper  to  plow  through  and 
very  dicey  on  acceptance  unless  you're  a 
disadvantaged  or  minority  contractor.   Where's 
the  answer? 


Georgia 


Maine 


Maryland 


Maryland 


As  a  subcontractor,  I  specialize  in  government 
work.   I've  got  all  the  paperwork  requirements, 
such  as  Davis-Bacon  and  EEO,  down  pat.   Now 
there's  a  new  twist.   The  general  contractors 
can't  get  bonded  unless  they  require  their 
subcontractors  to  get  bonded.   What  a  great  way 
for  bonding  companies  to  expand  their  markets! 

Bonding  agents  decide  who  gets  the  public  works 
contracts  in  this  state.   I  guarantee  that  if 
you're  not  a  big  customer  or  a  personal  friend, 
you're  out  of  luck.   I'd  rather  try  my  luck  with 
the  politicians  than  the  insurance  companies. 

We  have  checked  with  bonding  companies.  If  a 
job  comes  along  that  is  worth  being  bonded  to 
perform,  we  have  been  told  we  can  get  bonding. 

We  have  bid  more  than  50  jobs  which  required  bid 
bonds  ranging  from  $25,000  to  $250,000.   We  need 
a  more  active  bonding  company  with  reasonable 
rates. 


New  Hampshire    Small  contractors  need  help.   I've  been 

fortunate  in  having  a  friend  who  will  joint 
venture  with  me  whenever  I  need  to  provide  a 
bond.   But  the  market's  getting  bad  and  he  may 
not  be  able  to  keep  it  up.   What  then? 
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New  York 


New  York 


New  York 


Ohio 
Ohio 


Ohio 


Utah 


We  are  presently  obtaining  bonding  for 
approximately  $300,000  -  $500,000  to  enable  us 
to  be  competitive  in  the  event  a  bond  is 
necessary. 

It  doesn't  seem  that  bonding  companies  want  any 
part  of  a  subcontractor  who  requires  one  or  two 
bonds  per  year.  They  request  audited  statements 
and  so  much  personal  information  each  time  that 
somtimes  I  feel  that  getting  a  bond  is  just  not 
worth  the  hassle. 

Would  appreciate  a  bonding  agent  who  can  make 
bonds  available  without  the  stopping  of  our 
daily  operation  to  fill  out  the  applications  and 
paperwork. 

Keep  up  the  good  work  on  surety  bonding. 

Bonding  has  now  become  our  number  one 
administrative  problem  even  above  banking, 
insurance,  MBE,  EEO  and  accounts  receivable.   It 
has  been  our  experience  that  bonding  companies 
are  cyclical  in  wanting  to  bond  contractors. 
One  year  they  want  to  bond  and  the  next  year 
they  pull  in  their  horns.   It  also  is  alarming 
that  bonding  companys  run  your  company.   They 
tell  you  who  you  can  do  business  with,  how  to 
keep  your  books,  how  much  inventory  to  have, 
etc. 

The  surety  market  which  was  created  to  eliminate 
retention  of  money  as  a  contract  guarantee,  only 
added  cost  to  contractor  operations.   There  is  a 
growing  trend  of  non-T  listed  sureties  which  is 
a  whore's  market  that  requires  collateral, 
letters  of  credit,  etc.,  which  a  lot  of 
legitimate  good  contractors  must  use  to  operate. 
Our  opinion  is  to  forget  about  bonds  and  public 
work. 

We  have  a  good  agent  who  has  worked  closely  with 
us  to  get  as  much  bonding  as  possible. 
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Mr.  Chairman  and  Members  of  the  Subcommittee,  thank  you  for  inviting  me  to  appear 
before  you  this  morning  to  discuss  the  U.S.  Small  Business  Administration's  (SBA)  Surety 
Bond  Guarantee  (SBG)  program. 

The  Miller  Act  of  1935  requires  bonds  on  Federal  contracts  for  the  construction, 
alteration,  or  repair  of  any  public  building,  while  many  state,  municipal  and  private  sector 
projects  also  require  contractors  to  be  bonded.   For  many  small  contractors,  the  SBG 
Program  provides  bonds  that  they  could  not  otherwise  obtain.   Very  simply,  without  the  SBG 
program,  they  would  not  be  able  to  do  business. 

Private  sector  surety  companies  do  not  provide  bonds  to  small  contractors  because 
typically  the  small  companies  cannot  meet  the  more  stringent  underwriting  criteria  of  the 
standard  surety  companies.   They  lack  the  required  combination  of  experience  and  financial 
strength.    Furthermore,  these  small  contractors  often  are  unable  to  pledge  the  collateral 
necessary  to  obtain  bonds  from  the  specialty  surety  markets. 

HOW  THE  PROGRAM  WORKS 

Because  the  SBG  program  is  delivered  through  private  sector  surety  companies,  it 
is  another  excellent  example  of  SBA's  public/private  partnership.    Under  this  program,  the 
SBA  guarantees  up  to  90  percent  of  losses  incurred  under  bid,  payment,  performance  or 
ancillary  bonds  to  a  qualified  surety  if  a  small  contractor  breaches  the  contract  terms.   An 
eligible  contract  amount  cannot  exceed  a  face  value  of  $1,250,000. 
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It  is  important  to  note  that  bid,  performance  and  payment  bonds  are  not  intended  to 
protect  the  contractors  that  post  them.    Instead,  the  purpose  of  these  bondSyis  to  protect  the 
owner  of  a  construction  project  against  contractor  failure  and  to  protect  certain  laborers, 
material,  supplies  and  subcontractors  against  nonpayment. 

The  bonds  enable  small  contractors  in  the  specialty  or  subcontract  trades  to  participate 
in  Government  procurements.    It  gives  them  an  opportunity  to  expand  their  businesses,  create 
jobs  and  add  to  the  American  economy  while  at  the  same  time  reducing  costs  to  the 
government  by  increasing  the  pool  of  competitors. 

The  use  of  surety  bonds  makes  it  possible  for  the  government  to  use  private 
contractors  for  public  construction  projects  under  a  competitive  sealed  bid,  where  the  work  is 
awarded  to  the  lowest  bidder.   The  bonds  protect  the  government  against  a  financial  loss  if 
the  contractor  defaults.   Laborers,  material  suppliers  and  subcontractors  are  protected  as  well. 

The  SBG  program  is  recognized  as  a  major  factor  in  the  surety,  reinsurance,  and 
contracting  industries.   Since  the  inception  of  the  program  in  1971,  more  than  218,000  final 
bonds  have  been  guaranteed  for  more  than  $21  billion  in  contracts  ~  $21  billion  in  contracts 
that  small  businesses  would  not  have  received  without  the  SBA  program  because  of  the  bond 
requirement.   The  SBA  provides  the  added  bonding  strength  sureties  look  for  to  underwrite  a 
bond  ~  an  SBA  guarantee. 
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REINVENTING  THE  SURETY  BOND  PROGRAM 

\ 
As  you  know,  on  March  27  the  President  announced  a  set  of  proposals  to  further 

streamline  the  SBA's  delivery  of  programs  and  to  lower  the  cost  to  the  government  of  those 

programs.    Among  these  proposals  is  an  initiative  to  further  streamline  the  SBG  program. 

The  taxpayer's  cost  to  support  this  $1  billion  surety  program  is  already  very  low. 
Congress  appropriated  $7  million  for  surety  bond  guarantees  in  FY  1994  and  $5.4  million  in 
FY  1995.    Guarantee  authority  for  FY  1995  is  $1,767  billion  in  final  bonds. 

The  Agency's  total  cost  of  administering  the  program  was  $8  million  in  1994.   The 
Agency's  total  cost  consists  of  "income"  from  appropriations  for  bond  guarantees  and 
operating  expenses,  fees  from  contractors  and  sureties  and  recoveries  from  defaulted 
contractors,  minus  the  "expense"  of  claims  paid.    Program  staffing  over  the  past  two  years 
has  been  reduced  by  24  percent. 

The  fees  charged  by  the  SEA  to  contractors  and  surety  companies  help  to  offset  the 
costs  of  the  program.  Currently,  the  SEA  charges  a  contractor  $6.00  per  thousand  on  the 
face  amount  of  the  contract  for  performance  and  payment  bonds.  The  President's  proposal 
would  raise  this  fee  to  $8.00.  The  fee  is  in  addition  to  the  average  $21.00  per  thousand  in 
premium  that  a  contractor  must  pay  a  surety  company  for  a  bond.  The  surety  must  pay  the 
SEA  20  percent  of  a  surety's  earned  premium.   The  President's  proposal  would  increase  this 
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to  25  percent.    In  FY  1994,  income  from  the  surety  and  contractor  fees  rose  to  $10.6  million. 
The  President's  proposal  would  increase  this  fee  income  by  $3  million  in  FY  1996,  allowing 
the  guarantee  of  $1.8  billion  in  surety  bonds  while  reducing  appropriation  to  $2.5  million. 

The  SBA  has  a  Claims  and  Recovery  Tracking  System  to  monitor  the  timely  receipt  of 
monies  due  from  sureties  to  the  SBA.    As  a  result,  the  number  and  amount  of  claims  paid  has 
consistently  decreased.   In  FY  1994,  the  number  of  claims  paid  decreased  by  14  percent  to 
$18.7  million,  while  recovery  increased  by  seven  percent  to  $2.9  million.   The  net  loss  rate 
for  FY  1994  was  2.16  percent. 

The  SBA  currently  administers  the  Prior  Approval  program  from  ten  of  its  District 
offices,  providing  guarantees  to  participating  surety  companies  and  agents  throughout  the 
nation.   The  SBA  accomplishes  the  delivery  of  the  Preferred  Surety  Bond  (PSB)  program 
from  our  Central  Office  to  a  surety's  home  office.   The  President's  proposal  would 
consolidate  the  administration  of  this  program  to  six  field  offices. 

TRADITIONAL  AND  PREFERRED  PROGRAMS 

A  surety  company  may  participate  in  the  SBG  program  if  it  is  listed  with  the  U.S. 
Treasury  as  eligible  to  issue  bonds  in  connection  with  Federal  procurement  contracts,  and  it 
is  a  corporation  deemed  by  SBA  as  eligible  for  the  program.     Additionally,  contractors  must 
qualify  as  small  businesses  and  meet  a  surety's  bonding  qualifications. 
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Bond  guarantees  are  available  through  two  SBG  programs  -  the  Prior  Approval 
program  and  the  pUot  Preferred  Surety  Bond  (PSB)  program. 

PRIOR  APPROVAL  PROGRAM 

Contractors  bonded  under  the  Prior  Approval  program  are  usually  smaller,  less 
experienced  and  may  only  require  one  or  two  bonds  per  year.    Under  this  program,  a 
contractor  completes  the  SBA  forms  for  an  agent  who  in  turn  forwards  them  to  a  surety 
company.   The  surety  company  then  processes  the  application  and  submits  it  to  the 
appropriate  SBA  field  office  where  it  is  reviewed  and  approved  if  the  contractor  is  deemed 
eligible  for  a  guaranty.   To  efficiently  serve  the  Agency's  customers,  surety  bond  companies 
and  their  agents  can  expect  the  SBA  field  offices  to  evaluate  and  answer  application  requests 
within  three  days  of  receipt. 

The  types  of  surety  companies  that  participate  in  the  Prior  Approval  Program  include 
those  that  have  developed  the  expertise  and  ability  to  provide  bonding  to  small  contractors 
that  may  not  meet  the  underwriting  criteria  of  the  so-called  "standard"  surety  marketplace, 
as  well  as  those  companies  that  have  just  received  their  certification  from  the  U.S.  Treasury 
Department  to  write  surety  bonds  on  federal  projects  and  may  have  no  previous  experience 
writing  contract  surety.   These  surety  companies  view  the  Prior  Approval  program  as  an 
opportunity  to  expand  their  surety  writings  without  taking  the  entire  risk.   A  90  percent 
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guarantee  may  be  provided  on  bonds  for  contracts  of  $100,000  or  less  and  on  bonds  issued  to 
socially  and  economically  disadvantaged  businesses.   Other  bonds  are  eligible  for  an  80 
percent  SBA  guarantee. 

A  number  of  General  Accounting  Office  (GAO)  reports  on  the  Prior  Approval  surety 
guarantee  program  through  1986  identified  several  management  oversight  deficiencies. 
The  SBA  has  taken  action  to  correct  these  problems.   In  1990,  the  program  was  turned  over 
to  new  management  which  established  a  computerized  loss  recovery  system,  more  stringent 
documentation  requirements  and  a  yearly  review  of  sureties.   These  innovations  have  resulted 
in  a  more  efficient  program  and  corrected  the  deficiencies  that  GAO  identified. 

Another  criticism  of  the  Prior  Approval  program  was  its  cumbersome  paperwork 
process.    Over  the  years,  the  Agency  has  reduced  the  paperwork  requirements.    In  this 
continuing  effort,  the  Agency  will  be  piloting  a  new  surety  bond  guarantee  PC-based 
computer  system  using  client/server  technology.   The  ultimate  goal  is  to  have  an  electronic, 
paper-free  surety  bond  guarantee  application  process. 

PREFERRED  SURETY  BOND  PROGRAM 

The  Preferred  Surety  Bond  (PSB)  program  was  established  by  Congress  in  1988  on  a 
pilot  basis.    Current  authority  for  the  program  will  expire  on  September  30,  1995,  and  the 
SBA  will  shortly  be  sending  to  the  Congress  proposed  legislation  to  extend  the  program. 
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The  Preferred  Surety  Bond  program  provides  a  70  percent  guarantee  to  participating  sureties, 
but  in  exchange,  prior  SBA  approval  for  each  bond  is  not  required.    Under  this  program,  the 
SEA  gives  selected  sureties  the  authority  to  issue,  monitor  and  service  bonds  without  our 
prior  approval.    Each  participating  company  has  a  guarantee  limit  with  the  SBA.    The 
Preferred  Surety  program  was  created  to  encourage  the  larger  surety  companies  to  expand 
their  efforts  to  help  small  businesses  obtain  bonds.    Sureties  participating  in  this  program 
cannot  participate  in  the  Prior  Approval  program. 

Thirteen  major  sureties  have  become  participants  in  the  PSB  program.    SBA  surety 
guarantees  provide  the  incentive  for  the  standard  surety  industry  to  write  bonds  for  qualified 
small  contractors  under  circumstances  in  which  they  would  not  otherwise  do  so.   The  average 
contract  size  is  $208,180.      Additionally,  the  participating  sureties  are  working  with  minority 
contractors.   Approximately  20  percent  of  the  contract  dollars  guaranteed  and  19  percent  of 
the  final  bonds  in  the  PSB  program  assisted  minority  firms. 

The  March  1994  GAO  report  entitled  "Small  Business  Information  on  Participation  in 
the  SBA's  Bonding  Activities,"  confirms  that  the  PSB  program  has  increased  standard 
sureties'  participation  in  the  Agency's  bonding  activities.    Prior  to  the  PSB  program,  the  large 
standard  sureties  accounted  for  less  than  one  percent  of  the  bonds  and  contract  dollars 
guaranteed  by  the  SBA.    In  FY  1994,  their  participation  increased  to  28  percent  of  the 
contract  dollars  guaranteed  and  22  percent  of  the  final  bonds.    Currently,  there  are  three 
additional  surety  companies  ready  to  sign  participating  agreements  with  the  SBA. 
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The  PSB  program  streamlines  the  provision  of  SBA  assistance  by  limiting  paperwork 
and  allowing  the  surety  to  provide  more  efficient  service  to  a  larger  number  of  small 
contractors.    Since  1991,  PSB  participation  has  grown  from  365  bonds  valued  at  $72.2 
million  to  1,419  bonds  for  $299.4  million  in  FY  1994.   This  increased  activity  enables  us  to 
do  more  with  less  --  to  reach  more  contractors,  with  more  guarantee  authority,  with  less 
direct  SBA  resources.   The  SBA  strongly  supports  this  pilot  program  and  believes  it  should 
be  made  permanent. 

PSB  surety  companies  serve  more  experienced  contractors  that  demonstrate  the 
potential  for  growth  and  consistently  have  more  active  work  programs.   PSB  sureties  expect 
the  contractors  to  graduate  from  the  SBA  program  in  approximately  three  years.   The  Agency 
is  now  seeing  some  contractors  return  to  the  Prior  Approval  program  due  to  their  lack  of 
ability  to  graduate  from  the  PSB  program. 

PROGRAM  ACHTEVEMENTS 

The  volume  in  SBA's  Surety  Bond  Guarantee  program  follows  trends  in  the 
construction  industry.    For  instance,  the  construction  industry  experienced  a  downward  trend 
from  1988  to  1993,  which  impacted  the  program's  volume  and  fee  income.   However,  the 
program  continued  to  have  a  significant  impact  on  the  American  economy.    In  FY  1994: 

•  the  program  leveraged  its  $1.75  billion  in  guarantee  authority  to  provide  bid 

bond  contract  opportunities  in  the  amount  of  $4.97  billion; 
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the  SBA  provided  over  3,500  small  contractors  with  contract  opportunities 
through  22,059  guaranteed  bid  bonds; 

outreach  efforts  to  minority  and  women-owned  firms  expanded  and  the  number 
of  bonds  to  minority  and  women  owned  businesses  increased.    Over  24  percent 
of  final  bond  dollars  went  to  minorities  and  over  10  percent  went  to  women; 
•  a  total  of  6,591  final  performance  and  payment  bonds  were  approved  for  $1 

billion  in  guarantees.   The  total  average  contract  amount  was  $161,251;  and 
savings  to  the  public  sector  through  bonding  of  low  bidders  amounted  to 
$84.7  million. 

The  SBA  continues  to  keep  abreast  of  construction  industry  trends,  to  develop  new 
methods  to  improve  the  efficiency  and  cost  effectiveness  of  the  program  and  to  look  for  ways 
to  maximize  service  to  our  small  business  contractors. 

SHOULD  THE  CONTRACT  SIZE  RF.  INCREASED? 

When  inflation  precluded  thousands  of  originally  targeted  small  businesses  from 
participating  in  the  SBA's  program,  the  Agency  responded  by  increasing  the  size  standard  for 
eligibility.    It  was  raised  from  $3.5  million  in  annual  receipts  to  $5  million. 

Although  the  average  guaranteed  contract  remains  at  a  low  of  $148,365  in  the  Prior 
Approval  program  and  at  $208,180  in  the  PSB  program,  it  may  be  appropriate  for  Congress 
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to  consider  an  increase  in  the  $1.25  million  contract  amount  because  of  inflation  and  the 
increase  in  the  contractor's  size.   The  contract  size  was  last  increased  in  1986  from  $1 
million  to  $1.25  million. 

On  October  1,  1995,  the  Miller  Act  threshold  will  increase  from  $25,000  to  $100,000. 
While  approximately  55  percent  of  all  final  guaranteed  bonds  were  below  $100,000,  they 
totaled  only  16  percent  of  the  final  guaranteed  contract  dollars.   The  SBA  guaranteed  bonds 
of  $100,000  or  less  were  primarily  for  contracts  awarded  by  entities  other  than  the  Federal 
government.    Also,  some  local  and  state  governments  appear  to  be  decreasing  the  "Little 
Miller  Act"  threshold  instead  of  increasing  it  to  the  $100,000.   This  leads  us  to  believe  that 
the  increased  threshold  will  not  have  a  significant  impact  on  the  SBA  program. 

GAG  REPORT 

The  SBA  has  not  received  the  GAO  preliminary  findings  of  its  survey  of  surety  bond 
users,  so  we  are  unable  to  comment  at  this  time,  as  you  requested.   However,  we  will  be 
glad  to  provide  comments  for  the  record  after  we  have  had  an  opportunity  to  review  the  final 
report. 

This  concludes  my  prepared  remarks.   I  will  be  glad  to  respond  to  any  questions  you 
may  have. 
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Mr.  chairman  and  Members  of  the  Subcommittee: 

We  are  pleased  to  discuss  the  use  of  surety  bonds  in  the 
construction  industry  and  to  present  information  we  collected 
through  a  survey  of  small  construction  firms.   Because  we  are  still 
analyzing  the  data  we  obtained  through  our  survey,  this  information 
must  be  viewed  as  preliminary.   Surety  bonds  ensure  that  should  the 
bonded  contractor  default,  the  construction  project  will  be 
completed  and  the  contractor's  employees  and  material  suppliers 
will  be  paid.   Federal  law  currently  requires  contractors  to 
provide  certain  types  of  surety  bonds  on  all  federal  construction 
contracts  worth  over  $25,000.   Most  state  and  local  governments  and 
some  private-sector  lenders  also  require  firms  to  be  bonded. 
Surety  companies,  or  the  entities  that  issue  surety  bonds,  decide 
whether  firms  have  the  necessary  experience  and  financial 
capability  to  perform  a  given  job  and  to  qualify  for  a  bond. 

Small  businesses  have  asserted  that  the  decisions  that  surety 
companies  make  on  bonding  frequently  impede  the  development  of 
small  firms,  especially  those  owned  by  women  and  minorities. 
However,  limited  data  existed  on  this  issue.   As  a  result,  the 
Small  Business  Credit  and  Business  Opportunity  Enhancement  Act  of 
1992  directed  us  to  survey  small  construction  firms  for  information 
on  their  experiences  in  obtaining  surety  bonds  and  to  report  this 
information  to  the  House  and  Senate  Small  Business  Committees.   As 
required  by  the  act,  we  focused  primarily  on  small  firms;  that  is, 
those  firms  meeting  the  Small  Business  Administration's  (SBA)  size 
standards  for  eligibility  in  its  programs.^ 


^SBA  requires  that  annual  average  revenues,  over  a  3-year  period, 
not  exceed  $17  million  for  firms  in  general  building  construction 
(e.g.,  commercial  and  industrial  construction)  and  heavy 
construction  (e.g.,  roads  and  bridges),  and  $7  million  for 
special  trade  contractors  such  as  plumbers,  painters,  electrical 
contractors,  and  concrete  masons. 
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The  information  we  will  be  presenting  today  is  based  on  the 
results  of  a  questionnaire  we  sent  to  12,000  construction  firms 
randomly  selected  from  a  list  maintained  by  Dun  &  Bradstreet  of 
683,198  construction  firms.   About  5,000  firms  responded  to  the 
survey.   Because  of  this  low  response  rate,  we  conducted  a  follow- 
up  telephone  survey  of  a  sample  of  the  firms  that  did  not  respond 
to  our  survey,  and  found  that  nonrespondents  were  less  likely  than 
respondents  to  use  surety  bonds. 

It  is  important  to  remember  that  we  are  only  presenting 
information  reported  to  us  by  the  firms.   We  did  not  verify  this 
information.^ 

Our  testimony  today  will  focus  on  selected  information  we 
obtained  through  our  questionnaire.   Among  other  things,  we  will 
discuss  the  (1)  percentage  of  firms  that  obtained  bonds,  (2) 
reasons  some  firms  were  given  that  bonds  were  denied,  (3) 
additional  conditions  some  firms  had  to  meet  to  obtain  surety 
bonds,  and  (4)  changes  in  requirements  for  surety  bonds  on  federal 
construction  contracts.   We  will  issue  a  report  later  this  year 
that  will  present  statistical  information  on  the  characteristics 
and  bonding  experiences  of  small  construction  firms.   Among  other 
things,  the  report  will  discuss  differences  in  experiences  by  the 
size  of  the  firms  and  the  ethnicity  and  gender  of  the  firms' 
owners . 


^Since  our  study  relied  on  a  sample  of  firms,  the  data  are 
subject  to  sampling  error.   Sampling  error  is  a  mathematical 
calculation  to  express  how  much  the  percentage  could  vary  if  we 
conducted  the  survey  again.   For  all  the  percentages  we  discuss, 
the  sampling  error  is  less  than  5  percent.   Because  about  50 
percent  of  the  firms  responded  to  our  questionnaire,  we  can 
generalize  to  about  half  of  the  small  construction  firms. 
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FIRMS  THAT  OBTAINED  BONDS 

Special  trade  contractors,  such  as  plumbers,  painters, 
electrical  contractors,  and  concrete  masons  made  up  about  80 
percent  of  the  small  construction  firms  to  whom  we  mailed  our 
survey.   (See  fig.  1.) 

Figure  1;   Specialization  of  Firms  Surveyed 
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At  the  same  time,  about  two-thirds  of  the  small  construction 
firms  that  had  obtained  bonds  were  special  trade  contractors.   (See 
fig.  2.) 

Figure  2:   Specialization  of  Firms  That  Had  Obtained  Bonds 
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OVERALL  RATE  OF  OBTAINING  SURETY  BONDS 


We  estimate  that  at  least  23  percent  of  small  construction 
firms  had  obtained  bonds  and  that  a  maximum  of  77  percent  of  the 
firms  had  never  obtained  a  bond.    (See  fig.  3.) 
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Figure  3;   Percentage  of  Small  Construction  Firms  That  Had  Obtained 
Bonds 
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REASONS  FOR  NOT  OBTAINING  BONDS 

The  reason  that  small  construction  firms  cited  most  frequently 
for  not  obtaining  bonds  was  that  they  were  not  asked  to  obtain  a 
bond  or  did  not  bid  on  work  that  required  bonding.   Five  other 
reasons  for  not  obtaining  bonds  were  cited  by  at  least  10  percent 
of  the  firms.   These  firms  said  that  (1)  the  surety  company's 
requirements  for  a  bond  were  too  burdensome,  (2)  the  financial 
commitment  required  for  a  bond  was  too  high,  (3)  they  could  not 
afford  the  cost  of  preparing  financial  information  for  the  surety 
company,  (4)  they  believed  they  would  not  be  able  to  get  a  bond, 
and  (5)  the  fees  charged  by  sureties  made  it  unprofitable  for  the 
firms  to  do  bonded  work.   (See  fig.  4.) 
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Figure  4;   Reasons  Why  Small  Construction  Firms  Did  Not  Obtain 
Bonds 
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RECENT  EXPERIENCES  WITH  BONDING 

We  asked  the  firms  in  our  survey  that  had  obtained  bonds  about 
their  recent  experiences.   Specifically,  we  asked  the  firms 
whether,  between  1990  and  1993,  a  surety  company  had  ever  denied 
their  request  for  a  bond  or  imposed  certain  conditions  before 
approving  a  bond. 

Bond  Denials 


Overall,  we  found  that  about  one  in  five  small  construction 
firms  that  obtained  a  bond  between  1990  and  1993  had  also  been 
denied  a  bond  during  those  years.   The  firms  most  commonly  cited 
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two  reasons  they  were  given  for  their  last  bond  denial:   the  firm's 
financial  status,  such  as  net  worth  and  operating  capital,  was  not 
good  enough  for  the  bond  it  requested  and/or  the  firm  had  never 
performed  the  kind  of  work  or  size  of  project  called  for  in  the 
contract.   At  least  10  percent  of  the  firms  in  our  survey  also 
reported  they  were  told  the  following  reasons  for  being  denied 
bonds:   (1)  the  surety  company  did  not  have  enough  time  to  process 
the  bond,  (2)  the  firm  had  not  performed  enough  bonded  work,  (3) 
the  surety  company  would  not  issue  more  bonds  until  the  firm's 
current  work  was  completed,  and  (4)  the  firm  had  not  been  in 
business  long  enough.   (See  fig.  5.) 

Figure  5:   Reasons  Firms  Were  Given  for  Bond  Denials  Since  1990 
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Experiences  Cited  by  Construction 
Firms  of  Different  Sizes 


The  respondents  to  our  survey  differed  according  to  the  size 
of  the  firm  in  whether  they  reported  having  to  put  aside  collateral 
to  obtain  bonds.   About  34  percent  of  the  firms  with  annual 
revenues  under  $500,000  said  they  were  asked  to  set  aside 
collateral,  compared  with  about  24  percent  of  the  firms  with  annual 
revenues  between  $500,000  and  $3.5  million  and  about  17  percent  of 
the  firms  with  annual  revenues  over  $3.5  million.   Size  also 
affected  whether  respondents  reported  having  to  purchase  insurance. 
About  27  percent  of  the  smallest  construction  firms  reported  they 
had  to  purchase  insurance,  compared  with  about  14  percent  of  the 
medium-sized  firms  and  about  4  percent  of  the  larger  firms.   (See 
fig.  6.) 

Figure  6:   Collateral  and  Insurance  Required,  bv  Size  of  Firm 
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Experiences  Cited  by  Firms 
Owned  by  Minorities  and  Firms 
Not  Owned  by  Minorities 


About  36  percent  of  the  bonded  small  construction  firms  owned 
by  minorities  reported  to  us  that  they  had  been  denied  a  bond  since 
1990.   This  compares  with  about  20  percent  for  firms  not  owned  by 
minorities  that  had  been  denied  a  bond.   (See  fig.  7.) 


Figure  7;   Bond  Denials  Reported 
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Our  questionnaire  also  indicated  that  minority-owned  firms 
reported  more  often  than  firms  not  owned  by  minorities  that  they 
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had  to   (1)  set  aside  collateral,  (2)  establish  an  escrow  account 
controlled  by  the  surety,  (3)  hire  a  certified  public  accountant 
(CPA)  or  a  management  or  consulting  firm  selected  by  the  surety  to 
manage  the  contract,  and  (4)  enter  into  an  arrangement  that  allows 
the  surety  to  manage  the  job  even  when  the  firm  is  not  in  default. 
(See  fig.  8 . ) 

Figure  8:   Conditions  Required 
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Experiences  Cited  by  Firms 
Owned  by  Women  and  Firms 
Not  Owned  by  Women 

There  are  three  areas  in  which  firms  owned  by  women  and  those 
not  owned  by  women  reported  preliminary  differences  in  the 
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documents  they  had  to  provide  to  obtain  a  bond.   (See  fig.  9.) 
About  92  percent  of  the  women-owned  firms  reported  that  they  had  to 
provide  personal  financial  statements,  compared  with  86  percent  of 
the  firms  not  owned  by  women.   Similarly,  84  percent  of  the  women- 
owned  firms  reported  that  they  had  to  provide  a  CPA-reviewed 
financial  statements,  compared  with  77  percent  of  the  firms  not 
owned  by  women.   Also,  about  71  percent  of  the  firms  owned  by  women 
indicated  that  they  had  to  provide  corporate  tax  returns,  while 
about  62  percent  of  the  firms  not  owned  by  women  had  to  do  so. 


Figure  9:   Documents  Provided 
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FEWER  FIRMS  WILL  REQUIRE  BONDS  IN  THE  FUTURE 

To  revise  and  streamline  federal  procurement,  the  Congress 
passed  the  Federal  Acquisition  Streamlining  Act  of  1994.   One  of 
the  act's  provisions  increased  the  minimum  value  of  federal 
construction  contracts  that  require  surety  bonds  from  $25,000  to 
$100,000,  effective  in  October  1995.   This  new  bonding  threshold 
could  eliminate  the  need  for  bonding  for  a  number  of  small 
construction  firms  doing  business  with  the  federal  government.   In 
1993,  about  25  percent  of  the  small  construction  firms  in  our 
survey  did  not  obtain  bonds  for  $100,000  or  more.   (See  fig.  10.) 

Figure  10;   Largest  Bond  Obtained  in  1993 
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Mr.  Chairman,  this  concludes  our  statement  today.   We  are 
completing  our  analysis  of  the  survey  results  and  plan  to  issue  our 
report  later  in  this  year.   We  would  be  glad  to  answer  any 
questions  that  you  or  Members  of  the  Subcommittee  may  have. 
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Ordering  Informalion 

The  first  cupy  uf  each  (iAU  report  and  testimony  is  free.  Additional 
copies  are  $2  each.  Orders  should  be  sent  to  the  following  address, 
accompanied  by  a  check  or  money  order  made  out  to  the  Superin- 
tendent of  Documents,  when  necessary.  Orders  for  100  or  more 
copies  to  be  mailed  to  a  single  address  are  discounted  25  percent. 

Li.S.  (Jeneral  Accounting  Office 
P.O.  Box  6015 
(laithersburg,  MD  20877 

Orders  may  also  be  placed  by  calling  (202)  512-6000. 
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JAN  MEYERS,  Kansas  JOHN  J.  Utf  A1.CE,  Nfw  Vo«k 

(Djnsrcss  of  the  lanittd  ^tatts 

houBt  orHtprtBentatiDCB 

i»idi  Congrtu 

Connnittrt  on  ^mall  Jinmas 

1^]  Kjeboni  tMmt  &na  Building 

VafMngtmi,  6C  wimm5 

April   17,   1995 


Jim  Wells 

Associate   Director 

Bousing   and  Cooinunity   Development    Issues 

Resources,    Coooiunity,    and  Economic   Development   Division 

U.S.   General   Accounting   Office 

820  First   Street,   N.E.   -  Suite   150 

Washington,    DC   20002 

Dear  Mr.  Wells: 

Thank  you  for  your  testimony   on  April   5th  before   the 
Subcommittee    on  Procurement,    Exports,   and  Business   Opportunities 
regarding   access   to  surety   bonds.    This  preview   of  the  results   of 
the  national   survey   conducted   by  GAO  pursuant   to  Section   302  of 
Public   Law  102-366,   the  'Small   Business   Credit   and  Business 
Opportunity    Enhancement    Act  of  1992*,   combined   with  the 
substantial    work  previously   done  by  your   group,   will   certainly 
assist   the  Subcoonittee    and  the  Pull  Committee   as  it  considers   the 
future   of  the  SBA's   Surety   Bond  Guarantee   Program,    including   the 
pilot   Preferred   Surety   Bond  Guarantee   Program. 

The  effectiveness    of  your  oral  testimony   was  substantially 
enhanced   by  the  accompanying    projection   of  computer-generated 
charts   graphically   portraying   the  information   being  presented.     It 
also  permitted   you  to  better   adhere   to  ay  strict   limitations   on 
the  duration   of  oral  presentations    by  witnesses.    The  use  of  such 
computer-assisted    presentation    techniques   by  GAO  witnesses   should 
be  expanded . 

Attached   are  a  number   of  questions   for  record.    Tou  are 
requested   to  make  every   reasonable   effort   to  submit   written 
responses   to  the  Subcomuittee    by  May  5,  1995.    If  you  or  members 
of  your   staff   need  any  clarification    regarding   these  questions, 
they  may  contact   either   Philip   Eskeland,   the  Subcommittee    Staff 
Director,   or  William   B.  Montalto,   the  Comnuttee'a   General   Counsel, 
who  is  assisting   Phil.    Phil  may  be  reached   at  (202)   225-9368; 
Bill  may  be  reached   at  (202)   226-8490. 
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Aqain,   nany  thanka   for  your  taatiaony.     He  look  forward   to 
the  release   of  the  full  reaulte   of  the  eurvey   later  thla  year. 
Your   staff   has  worked   long  and  hard  on  the  formulation   of  an 
effective   survey   inetruDent   and  has  conducted   what   is  certainly 
the  most   comprehensive    survey   on  access   to  surety   bonding   for 
small   busineaaes.      It  is  rightfully   anticipated   that  the  full 
results   of  this  survey   will  provide   the  Coogreas   as  well  %m    many 
in  the  private   sector   with  the  moat  coaprehensive    information 
available   on  this  iDost   important   iasue  to  the  Nation's   tbouaanda 
of  amall   business   construction    contractors   and  subcontractors. 


Donald   A.  Kanzullo 

Chairman 

Subcoomittee    on  Procureuent , 

Exports,   and  Business   Opportunities 
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Questions   for  the  Record 

[Hr.   WellB   of  GAO] 

1.  Utilization    of  SBA  Surety   Bond  Guarantee   Program. 

The  GAO  survey   included   a  question   relating   to  whether   the 
respondent    firm  had  participated    in  Govemment   programs   providing 
assistance   to  small   firms.    These   include   the  SBA  Surety   Bond 
Guarantee   Program,   similar   programs   by  a  few  States   and  local 
governments,    and  the  bonding   assist«mce   program   operated   by  the 
Department   of  Transportation    (OCT)   for  contractors   performing   on 
contracts   awarded   by  governmental    recipients   of  DOT  grants. 

Q.     With  regard   to  the  SBA  Surety   Bond  Guarantee   Program, 
please   furnish   any  information    relating   to  the  Program's   use  by 
respondents    needing   to  obtain   bonds,   and,   if  possible,    any 
correlations    as  to  the  size,   experience,    and  similar 
characteristics    of  those  firms   and  the  size  of  the  contracts   on 
which   they  are  see)cing   to  obtain   bonding   assistance? 

2.  Pees  Paid  for  Bonds 

Small   firms  participating    in  the  SBA  Surety   Bond  Guarantee 
Program   are  required   to  pay  fees  in  addition   to  the  fees  for  the 
bonds   charged   by  the  surety.    The  amount   charged   to  obtain   bonding 
impacts   directly   on  the  competitiveness    of  the  firm's   bid,   since 
bonding   costs  must  be  included   in  the  firm's   bid  price. 

Q.A.   Did  the  survey   provide   any  information   regarding   whether 
smaller   firms  generally   had  to  pay  more  to  obtain   bonding? 

Q.B.   Did  the  survey   results   provide   any  Information   regarding 
whether   small   firms  owned  by  different   types  of  individuals   were 
charged   different   rates? 

3.  Requirement    for  Collateral   and  Other  Protections    for  the 
Surety 

GAO's   written   statement   reflects   that  the  smaller   the  firm 
the  more   likely   that  the  surety   will  require   collateral. 
Testimony   reflected   that  contractors,    especially   smaller 
contractors,    are  required   to  provide   a  personal   indemnification    to 
the  surety   company,   that  frequently   includes   the  personal 
residence   and  other   personal   property   of  the  small   firm's   owner. 
If  claims   arise  under  the  bonded   contract,   these  personal   assets 
are  utilized   first  before   any  claims   are  made  against   the  bonds 
provided   by  the  surety   company.    Essentially,    small   contractors 
are  required   to  "staXe"   their  total   personal   net  %*orth,   not  merely 
their   business   assets,   for  the  opportunity   to  bid,   possibly   win, 
and  perform   bonded   contract   work. 
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GAO'a  written   etatement   further   stated   that  survey 
respondents   also  indicated   that  the  surety   often   imposes   other 
requirements    that  would   provide   substantial    control   over  the 
performance   of  the  bonded   contract.    The  statement   specifically 
cited   escrow   accounts   through   which  all  payments   on  the  contract 
would   flow  (thus   substantially    reducing   the  probability   of  claims 
against   the  payment   bond,   the  most  typical   type  of  contract   surety 
bond  claim)   or  even  management   agreements   giving   a  manageownt   firm 
selected   by  the  surety   the  authority   to  directly   control   day-to- 
day management   of  contract   performance    (thus   substantially 
reducing   the  probability   of  a  claim  arising   against   the 
performance   bond). 

Q.A.   Could  you  elaborate   on  these   findings? 

Q.B.  Are  the  small   firms   required   to  pay  the  costs   of  the 

additional  requirements    (e.g.,   escrow   accounts   and  managen«nt 

consulting  contracts)    in  addition   to  the  fees  for  the  surety   bonds 
themselves? 

Q.C.   Don't   such  requirements   maJce  it  substantially    less 
liltely   that  there  will  be  any  claims   against   the  payment   or 
performance   bond? 

Q.D.   Did  the  survey   results   provide   any  information    regeirding 
whether   such  requirements    affording   additional   protection   to  the 
surety   against   claims   against   the  surety   bonds  were  applied   in  the 
same  manner   to  firms   ovmed  by  different   types  of  individuals? 
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GAO 


I'nited  States 

General  Accounting  Office 

Washington,  DC.  20548 


Resources,  Community,  and 
Economic  Development  Division 


May   5,    1995 


The  Honorable  Donald  A.  Manzullo 

Chairman 

Subcommittee  on  Procurement,  Exports 

and  Business  Opportunities 
House  of  Representatives 

Dear  Mr.  Chairman: 

Your  April  17,  1995,  letter  requested  that  I  respond,  for  the 
record,  to  several  questions  you  had  regarding  our  April  5, 
1995,  testimony  on  our  surety  bond  survey.   These  questions 
and  my  responses  are  attached. 

Please  contact  me  on  (202)  512-8018  if  you  desire  additional 
information. 


omJUL 


\^   Wells 

Associate  Director,  Housing 

and  Community  Development  Issues 

Enclosure  -  1 
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Responses  to  Questions  for  the  Record 
April  5,  1995,  Surety  Bond  Congressional  Hearing 

1.   Utilization  of  SBA's  Surety  Bond  Guarantee  Program. 

The  GAO  survey  included  a  guestion  relating  to  whether  the 
respondent  firm  had  participated  in  government  programs  providing 
assistance  to  small  firms.   These  include  the  SBA  Surety  Bond 
Guarantee  Program,  similar  programs  by  a  few  state  and  local 
governments,  and  the  bonding  assistance  program  operated  by  the 
Department  of  Transportation  (DOT)  for  contractors  performing  on 
contracts  awarded  by  governmental  recipients  of  DOT  grants. 

Question 

With  regard  to  the  SBA  Surety  Bond  Guarantee  Program,  please 
provide  any  information  relating  to  the  Program's  use  by 
respondent  needing  to  obtain  bonds  and,  if  possible,  any 
correlations  as  to  size,  experience,  and  similar  characteristics 
of  those  firms  and  the  size  of  contracts  on  which  they  are 
seeking  bonds. 

Answer 

Because  of  the  number  of  federal,  state,  and  local  programs 
providing  surety  bond  assistance,  our  survey  did  not  develop 
information  dealing  solely  with  SBA's  Surety  Bond  Guarantee 
Program  or  any  of  the  other  assistance  program.   Rather,  our 
survey  developed  information  on  the  extent  to  which  firms  used 
any  of  the  government  assistance  programs  to  obtain  bonds. 

Overall,  we  found  that  about  10  percent  of  the  firms  that  are 
small  enough  to  be  eligible  for  SBA  programs  used  some  form  of 
governmental  assistance  to  obtain  bonds  between  1990  and  1993. 
The  smallest  firms,  those  with  average  annual  revenues  less  than 
or  equal  to  $500,000,  were  more  likely  to  use  such  program  than 
other  firms.   Firms  that  used  government  assistance  were  more 
likely  to  have  obtained  their  first  bond  before  1985,  and  to  have 
also  been  denied  bonding;  have  paid  for  bid  bonds,  which  are 
often  provided  at  not  charge,  and  paid  more  for  payment  and 
performance  bonds;  reported  that  they  lost  an  opportunity  to  bid 
on  a  project  in  1993  because  their  bond  request  was  not  processed 
in  time;  reported  that  they  were  required  to  hire  a  financial 
management  firm,  consulting  firm,  a  certified  public  accountant 
selected  by  the  surety  company;  and  reported  that  they  were 
required  to  enter  into  an  arrangement  that  gives  the  surety 
company  the  right  to  manage  the  job  being  bonded  before  the  firm 
is  in  default.   Also,  firms  that  used  government  assistance 
programs  had  average  annual  revenues  equal  to  about  one  half  of 
the  revenues  of  firms  that  did  not  use  such  programs,  and  the 
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average  size  of  their  largest  bond  in  1993  was  about  one-third  of 
the  largest  bond  of  firms  that  did  not  use  such  programs. 

2.   Fees  paid  for  Bonds 

Small  firms  participating  in  the  SBA  Surety  Bond  Guarantee 
Program  are  reguired  to  pay  fees  in  addition  to  the  fees  for  the 
bonds  charged  by  the  sureties.   The  amount  charged  to  obtain 
bonding  impacts  directly  on  the  competitiveness  of  the  firm's 
bid,  since  bonding  costs  must  be  included  in  the  firm's  bid 
price. 

Question  A 

Did  the  survey  provide  any  information  regarding  whether  smaller 
firms  had  to  pay  more  for  bonding? 

Answer 

Yes.   Our  survey  showed  that  the  smaller  the  firm,  the  more 
likely  that  it  had  to  pay  for  bid  bonds.   Specifically,  in  1993, 
about  71  percent  of  the  larger,  or  those  with  average  annual 
revenues  over  $3.5  million  but  under  SBA's  revenue  maximum,  paid 
nothing  for  their  bid  bonds  while  only  about  26  percent  of  the 
smallest  firms,  or  those  with  revenues  equal  or  less  than 
$500,000,  paid  nothing  for  their  bid  bonds.   Our  survey  showed 
also  that  a  firm's  size  significantly  affected  the  fees  it  paid 
for  a  performance  or  payment  bond  in  1993.   The  larger  firms  paid 
an  average  fee  of  1.6  percent  for  the  first  $100,000  of  contract 
amount  while  the  smallest  firms  paid  an  average  fee  of  3.47 
percent  for  the  first  $100,000  of  their  contract  amount. 

As  noted  earlier,  our  survey  did  not  develop  separate  information 
for  SBA's  Surety  Bond  Guarantee  Program,  and  the  fee  information 
pertains  to  all  bonds. 

Question  B 

Did  the  survey  results  provide  any  information  regarding  whether 
small  firms  owned  by  different  types  of  individuals  were  charged 
different  rates? 

Answer 

Yes.   Our  survey  showed  that  for  performance  and  payment  bonds  in 
1993,  firms  owned  by  women  paid  an  average  fee  of  2.07  percent 
for  the  first  $100,000  of  the  contract  amount,  while  firms  not 
owned  by  women  paid  an  average  fee  of  2.45  percent  for  the  first 
$100,000. 


122 


We  did  not  observe  statistically  significant  differences  in  the 
fees  paid  for  bonds  by  minority-owned  firms  and  firms  not  owned 
by  minorities. 

3.   Requirement  for  Collateral  and  Other  Protection  for  the 
Surety. 

GAO's  written  statement  reflects  that  the  smaller  the  firm,  the 
more  likely  the  surety  will  require  collateral.   The  testimony 
reflected  that  contractors,  especially  smaller  contractors,  are 
required  to  provide  a  personal  indemnification  to  the  surety 
company  that  frequently  includes  the  personal  residence  and  other 
personal  property  of  the  small  firm's  owner.   If  claims  arise 
under  the  bonded  contract,  these  personal  assets  are  utilized 
first  before  any  claims  are  made  against  the  bonds  provided  by 
the  surety  company.   Essentially,  small  contractors  are  required 
to  "stake"  their  total  personal  net  worth,  not  merely  their 
business  assets,  for  the  opportunity  to  bid,  possibly  win,  and 
perform  bonded  work. 

GAO  written  statement  further  stated  that  the  survey  respondents 
also  indicated  that  the  surety  often  imposes  other  requirements 
that  would  provide  substantial  control  over  the  performance  of 
the  bonded  contract.   The  statement  specifically  cited  escrow 
accounts  through  which  all  payments  on  the  contract  would  flow 
(thus  substantially  reducing  the  possibility  of  claims  against 
the  payment  bond,  the  most  typical  type  of  contract  surety  bond 
claim)  or  even  management  agreements  giving  a  management  firm 
selected  by  the  surety  the  authority  to  directly  control  day-to- 
day management  of  contract  performance  (thus  substantially 
reducing  the  probability  of  a  claim  arising  against  the 
performance  bond) . 

Question  A 

Could  you  elaborate  on  these  findings? 

Answer 

Overall,  a  quarter  of  the  small  construction  firms  that  obtained 
bonds  between  1990  and  1993  reported  that  they  were  required  by 
the  surety  company  to  provide  collateral  in  order  to  obtain  a 
bond.   In  most  cases,  the  amount  of  collateral  required  equalled 
50  percent  or  less  of  the  contract  amount.   As  our  testimony 
notes,  the  smallest  firms  and  the  firms  owned  by  minorities  were 
more  likely  to  be  required  to  provide  collateral  than  other 
firms.   About  one  in  three  of  the  firms  with  average  annual 
revenues  of  $500,000  or  less  had  to  provide  collateral  compared 
to  only  about  one  in  six  of  the  firms  with  revenues  over  $3.5 
million.   Nearly  37  percent  of  the  minority-owned  reported  that 
they  were  required  to  provide  collateral  compared  to  about  25 
percent  of  firms  not  owned  by  minorities. 


123 


About  a  quarter  of  the  firms  that  obtained  bonds  between  1990  and 
1993  also  reported  that  they  were  required  to  meet  at  least  one 
of  the  following  four  conditions  in  order  to  obtain  a  bond: 
purchase  insurance  from  the  bonding  agent;  establish  an  escrow 
account  controlled  by  the  surety;  hire  a  certified  public 
accountant,  or  a  management  or  consulting  firms  selected  by  the 
surety  to  manage  the  contract;  or,  enter  into  an  arrangement  that 
allows  the  surety  to  manage  the  job  even  when  the  firm  is  not  in 
default.   Smaller  firms  and  those  firms  owned  by  minorities  were 
more  likely  to  be  subject  to  at  least  one  of  these  conditions 
than  other  firms.   Nearly  37  percent  the  firms  with  average 
annual  revenues  of  $500,000  or  less  had  to  meet  at  least  one  of 
these  conditions  compared  to  only  about  12  percent  of  the  firms 
with  revenues  over  $3.5  million.   Nearly  43  percent  of  minority- 
owned  firms  reported  having  to  meet  at  least  one  of  these 
conditions  compared  to  about  22  percent  of  the  firms  not  owned  by 
minorities.   Of  the  4  conditions,  firms  most  frequently  reported 
that  they  were  required  to  purchase  insurance,  which,  unlike  the 
other  conditions,  does  not  take  any  control  and  management  of  the 
job  away  from  the  construction  firm. 

Question  B 

Are  the  small  firms  required  to  pay  the  costs  of  the  additional 
requirements  (e.g.,  escrow  accounts  and  management  consulting 
contracts)  in  addition  to  the  fees  for  the  surety  bonds 
themselves? 

Answer 

While  our  survey  developed  information  regarding  the  extent  to 
which  small  construction  firms  were  required  to  meet  these 
conditions,  it  did  not  develop  any  information  regarding  the 
small  firms'  costs  associated  with  complying  with  these 
requirements . 

Question  C 

Don't  such  requirements  make  it  substantially  less  likely  that 
there  will  be  claims  against  the  payment  or  performance  bond? 

Answer 

Our  survey  did  not  develop  information  on  the  number  or  dollar 
value  of  claims  arising  from  bonds  issued  to  the  small 
construction  firms.   As  a  result,  we  cannot  comment  on  the 
incidence  of  claims  against  payment  or  performance  bonds  issued 
to  firms  in  our  survey. 
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Question  D 

Did  the  survey  results  provide  any  information  regarding  whether 
such  requirements  affording  additional  protection  to  the  surety 
against  claims  against  the  surety  bonds  were  applied  in  the  same 
manner  to  firms  owned  by  different  of  individuals? 

Answer 

As  I  mentioned  before,  we  cannot  comment  on  the  incidence  of 
claims  against  payment  or  performance  bonds  issued  to  firms  in 
our  survey.   As  also  noted  before,  both  the  smaller  firms  and  the 
firms  owned  by  minorities  were  more  likely  to  be  required  to 
provide  collateral  and  to  meet  one  of  the  other  conditions  than 
the  other  firms  in  our  survey. 
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THE  AMERICAN  SURETY  ASSOCIATION 


120  Falcon  Drive,  Unit  #3,  Fredericksburg,  VA  22408  ♦  Telephone:  703/891-4406  Fax:  703/898-2393 


STATEMENT  OF 
THE  AMERICAN  SURETY  ASSOCIATION 

before  the 

SUBCOMMTTTEE  ON  PROCUREMENT,  EXPORTS  &  BUSINESS  OPPORTUNTTIES 

UNITED  STATES  HOUSE  OF  REPRESENTATFVES 

April  5,  1995 
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The  American  Surety  Association  (TASA)  is  writing  on  behalf  of  our  membership  in  support  of  the  Surety 
nd  Guarantee  Program  (SBG)  as  administered  by  the  Small  Business  Administration    The  SBG 

program  is  a  very  successful  partnership  between  the  federal  government  and  the  private  sector.  The  SBG 
Program  was  established  in  1971  to  assist  small  construction  firms  that  are  either  undercapitalized,  marginally 
qualified  or  too  inexperienced  to  obtain  surety  bonds  through  a  conventional  market. 

The  SBG  Program  enables  small,  emerging  and  minority-owned  business  concerns  to  participate  in  the 
construction  industry  because  the  SBA  provides  partial  guarantees  to  sureties  who  issue  bid,  performance  and 
payment  bonds  for  these  businesses.  The  bonds  are  issued  by  the  private  sector  surety  companies,  whose  liability 
is  limited  to  the  amount  not  guaranteed  by  the  SBA    TASA  members  have  been  very  instrumental  in  the  success 
of  the  program  and  can  cite  many  contractors  who  obtained  their  first  bond  through  the  SBG  and  are  very 
successful  today. 

The  SBG  Program  has  been  instrumental  in  providing  thousands  of  jobs  in  the  construction  industry.  It  provides 
an  opportunity  for  unskilled  labor  or  displaced  labor  to  participate  in  the  construction  trades  and  eventually 
develop  businesses  of  their  own    It  also  fills  the  role  of  being  a  dependable  vehicle  to  thousands  of  small, 
.   .erging  and  minority  contractors  in  securing  necessary  bonding  at  reasonable  rates.  It  also  provides  the  added 
benefit  of  enhancing  competition,  thereby  providing  localities  with  the  lowest  possible  construction  contracts. 

It  is  important  to  bear  in  mind  that  the  SBG  Program  is  based  on  guarantees,  not  loans.  Congress  has  authorized 
guarantee  fiinds  for  SBG  in  the  amount  of  $1 .8  billion  annually    SBG  is  administered  by  less  than  fifty  people 
nationally  and  the  SBA  collects  fees  fi-om  both  the  contractor  and  the  surety  for  its  involvement  in  the  guarantee. 
If  the  fees  charged  to  contractors  were  raised,  even  minimally,  it  is  likely  that  many  of  the  contractors  who 
currently  qualify  for  participation  would  be  excluded   Additionally,  if  the  fees  to  the  private  sector  surety  were 
increased,  it  is  also  likely  that  many  companies  would  no  longer  participate  in  the  program,  thereby  excluding 
contractors  from  an  opportunity  to  compete 
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Secondly,  in  excess  of  95%  of  all  bonds  guaranteed  by  the  SBG  Program  are  successftiUy  completed  with  all  bills 
^^d  (absolutely  no  liability  to  either  the  SBA  or  surety).   So  even  though  the  authorized  funds  are  at  the  SI  .8 
billion  level,  the  actual  cost  to  administer  the  program  and  pay  losses  associated  with  the  SBA  runs  less  than  $6 
million  per  year.  Providing  an  opportunity  for  small,  emerging  and  minority-owned  businesses  to  procure  $1.8 
billion  in  contracts  per  year  at  a  cost  to  the  government  of  less  than  $6  million  is  a  tremendous  bang  for  the  buck! 
This  doesn't  even  factor  in  savings  because  of  the  difference  between  the  low  bid  and  other  bids. 

Thirdly,  the  SBG  Program  provides  countless  construction  jobs,  the  creation  of  many  new  construction 
businesses,  mentoring  opportunities  for  unskilled  or  displaced  workers,  and  it  creates  additional  bid  competition 
on  federally  funded  projects.  The  tax  revenue  generated  form  these  new  businesses  and  jobs  along  with  the 
procurement  savings,  results  in  either  a  minimal  net  cost  to  the  federal  government  or  an  actual  savings. 

Thank  you  for  your  efforts  in  identifying  ways  to  make  the  federal  government  more  efBcient.  We  are  strongly  in 
favor  of  maintaining  the  SBG  program  as  currently  administered  by  the  SBA.  This  is  truly  a  unique  federal 
government  program  that  doesn't  cost  the  American  taxpayer  anything  and  at  the  same  time  benefits  those 
•-'ended  to  benefit:  small,  emerging  and  minority-owned  businesses 

If  we  can  be  of  assistance  to  the  committee,  please  feel  free  to  contact  me. 


Respectfijlly  Submitted, 

McElgunn,  ^q 
Executive  Vice  President. 
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INSURANCE  AND  SURETY  BONDS 

T.J.  ADAMS  &  ASSOCIATES,  INC. 


March  14,  1995 


The  Honorable  Donald  MazuUo, 

Chairman 
Subcommittee  on  Procurement.  Exports  & 

Business  Opportunities 
U.S.  House  of  Representatives 
Room  B--363  Raybum  House  Office  Bulldlne 
Washington,  D.C.   20515 


Chairman  Manzullo: 


As  an  insurance  broker  recognized  as  a  specialist  In  providing  surety  bonds  to 
construcUon  contractors.  I  am  writing  to  express  my  support  for  the  continued 
auLhorlzaUon  of  the  U.S.  Small  Business  AdmlnlstraUon  s  Office  of  Surety  Guarantees. 

The  SBA  operates  two  surety  bond  guarantee  programs  known  as  the  Prior  Approval 
and  Preferred  Surety  Bond  programs.  The  prior  approval  program  is  the  original 
and  was  established  in  1971  to  assist  smaU  construcUon  llrms  that  are  either 
undercapitalized,  only  marginally  qualified  or  too  Inexperienced  to  obtain 
surety  bonds.  The  Preferred  Surety  Bond  program  authorizes  standard  corporate 
surety  bond  companies  to  issue  SBA  guaranteed  bonds  without  having  to  seek 
bUA  s  prior  approval.   Surety  bonds  are  required  by  statute  to  guarantee 
performance  and  payment  on  federal,  state,  local  government  construcUon 
projects  cind  some  private  sector  projects. 

^,?^  co1*^^"^^u^e J*  ^  agreement  between  a  corporate  surety  bond  company 
and  the  SBA  m  which  SBA  agrees  to  assume  a  predertermlned  percentage  of  loss 
in  the  event  the  contractor  breaches  the  terms  of  the  contract.   A  guarantee 
strengthens  a  small  contractors'  abUlty  to  compete  within  the  free  enterprise 
system.  M^y  small  disadvantaged  conu^ctors  are  unable  to  obtain  a  bond 
without  an  SBA  guarantee. 

Chairman  ManruUo.  It  Is  amazing  how  much  good  the  SBAs  omce  of  Surety 
Guarantees  Is  able  to  do  with  so  DtUe  money.  To  the  best  of  knowledge  the 
Fiscal  1995  budget  authority  for  the  Office  of  Surety  Guarantees  is  o^y  $5  4 
million  with  a  $1.7  billion  program  level.    Please  know  that  our  brokerage  Is 
not  dependent  on  the  SBA  bond  guarantee  programs,  but  we  recognize  their  value 
in  providing  an  opportunity  to  small  consU^cUon  firms  that  have  difficulty 
qualifying  for  surety  bonds  under  normal  surety  underwriting  criteria    If  I 
^  ever  be  of  assistance  to  the  committee,   please  feel  to  contact  me  or  Ted 
Pierce  at  the  NaUonal  AssoclaUon  of  Surety  Bond  Producers.  (202)  686-3700. 

Yours  very  truly,  ^ 
Jol^rt  E.  Adams.^.P.C.U. 
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V 


April    3,    1995 


Honorable  Donald  Manzullo 

426  Cannon 

Washington,  D.C.  20515-1316 


Dear  Congressman  Manzullo: 


I  am  writing  on  behalf  of  my  company,  Washington  International 
Insurance  Company,  in  support  of  th«  Surety  Bond  Guarantee  Program 
(SBG)  as  administered  by  tbe  Small  Business  Administration  (SBA)  . 
The  SBG  program  is  a  very  successful  partnership  between  the 
federal  government  and  the  private  sector.  The  SBG  Program  was 
established  in  1971  to  assist  small  construction  firms  that  are 
either  undercapitalized,  marginally  qualified  or  too  inexperienced 
to  obtain  surety  bonds  through  a  conventional  market. 

The  SBG  Program  enables  small,  emerging  and  minority-owned  business 
concerns  to  participate  in  the  construction  industry  because  the 
SBA  provides  partial  guarantees  to  sureties  who  issue  bid, 
performance  and  payment  bonds  for  these  businesses.  The  bonds  are 
issued  by  the  private  sector  surety  companies,  whose  liability  is 
limited  to  the  amount  not  guareuiteed  by  the  SBA. 

The  SBG  Program  has  been  instrumental  in  providing  thousands  of 
jobs  in  the  construction  industry.  It  provides  an  opportunity  for 
unskilled  labor  or  displaced  labor  to  participate  in  the 
construction  trades  and  eventually  develop  businesses  of  their  own. 
It  also  fills  the  role  of  being  a  dependable  vehicle  to  thousands 
of  small,  emerging  and  minority  contractors  in  securing  necessary 
bonding  at  reasonable  rates.  It  also  provides  the  added  benefit  of 
enhancing  competition,  thereby  providing  localities  with  the  lowest 
possible  construction  contracts. 
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It  is  important  to  bear  in  mind  that  the  SBG  Program  is  based  on 
guarantees,  not  loans.  Congress  has  authorized  guarantee  funds  for 
SBG  in  the  amount  of  $1.8  billion  annually.  SBG  is  administered  by 
leas  than  fifty  people  nationally  and  the  SBA  collects  fees  from 
both  the  contractor  and  the  surety  for  its  involvement  in  the 
guarantee.  if  the  fees  charged  to  contractors  were  raised,  even 
minimally,  it  is  likely  that  many  of  the  contractors  who  currently 
qualify  for  participation  would  be  excluded.  Additionally,  if  the 
fees  to  the  private  sector  surety  were  increased,  it  is  also  likely 
that  many  companies  would  no  longer  participate  in  the  program, 
thereby  excluding  contractors  from  aa  opportunity  to  compete. 

Secondly,  in  excess  of  95%  of  all  bonds  guaranteed  by  the  SBG 
Program  are  successfully  completed  with  all  bills  paid  (absolutely 
no  liability  to  either  the  SBA  or  surety)  .  So  even  though  the 
authorized  funds  are  at  the  $1,8  billion  level,  the  actual  cost  to 
administer  the  program  and  pay  losses  associated  with  the  SBA  runs 
less  than  $6  million  per  year.  Providing  em  opportunity  for  small, 
emerging  and  minority-owned  businesses  to  procure  $1.8  billion  in 
contracts  per  year  at  a  cost  to  the  government  of  lees  than  $6 
million  is  a  tremendous  bang  for  the  buck!  This  doesn't  even 
factor  in  savings  because  of  the  difference  between  the  low  bid  and 
other  bids . 

Thirdly,  the  SBG  Program  provides  countless  construction  jobs,  the 
creation  of  many  new  construction  businesses,  mentoring 
opportunities  for  unskilled  or  displaced  workers,  and  it  creates 
additional  bid  competition  on  federally  funded  projects.  The  tax 
revenue  generated  from  these  new  businesses  and  jobs  along  with  the 
procurement  savings,  results  in  either  a  minimal  net  cost  to  the 
federal  government  or  an  actual  savings. 

Thank  you  for  your  efforts  in  identifying  ways  to  make  the  federal 
government  more  efficient.  We  are  strongly  in  favor  of  maintaining 
the  SBG  Program  as  currently  administered  by  the  SBA.  This  is 
truly  a  unique  federal  government  program  that  doesn' t  cost  the 
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^  Reliance 


VIA  FAX 

Aprn  3.  1995 


Tb«  Honorable  Donald  ManiuHo 

506  Cannon 

Washington,  DC    20515-1316 


D«ar  Congnssman  Hanzullo: 

^^'."'.^r^^l'^  1n  support  of  the  Surety  Bond  Guarantee  Program  (SBG)  as 
adnimstertdTjy  the  SmII  Business  Adirtnistration.  The  SBG  prSram  1$  a  very 
li^'^lll^y^  partnership  between  the  federal  goverrment  and  the  private  sector 
The  SBG  Program  was  established  ln  1971  to  assist  small  construction  flrns  that 
are  either  undercapl tall jed.  marginally  qualified  or  too  inexperienced  to  obtain 
surety  bonds  through  a  conventional  maricet. 

2t^??i.i!r^''*1u*"*'^^*l  ^^V-  e^i^l^S  and  mlnority-own^d  businesses  to 
participate  In  the  construction  industry  because  the  S8A  provides  partial 
guarantees  to  sureties  Uio  issue  bid.  performance  and  payment  bonds  for  thi« 
businesses  The  bonds  irt  issued  by  private  sector  suretyccroanles  such  as  our 
ccfnpar\y.  whose  liability  1$  limited  to  the  auount  not  guaVanteS  by  the  SBa 
IvSli'"!  """i  successful  contractors  »*»  would  not  be  in  business  today  If  It 
had  not  been  for  the  assistance  of  the  SBA  S8G  Program.  ^ 

The  SBG  Program  has  been  instrunental  In  providing  thousands  of  Jobs  in  the 
construction  Industry.      It  provides   an  opportunity  for  unskilled  labor  to 

S!^  SWi®.i  Vf?A°I)^^'T^*';i7^"  ^^  eventually  develop  businesses  of  their 
oun.    It  also  fills  the  role  of  being  a  dependable  vehicle  to  thousands  of  snail 
emerging  and  minority  contractors  In  securing  necessary  bordino  at  reasonable 

liJiJf;..  J*i  "^'i^.*^'^^!^!!  ^tl«  ?<^^  '^^^^t  0^  whanci^loSpSltlon    thS?Sby 
providing  localities  with  the  lowest  possible  construction  costs.  '^^»J' 

It  is  important  to  bear  in  mind  that  the  S8G  Program  is  based  on  guarantees    not 
loans.    Congress  has  authorized  guarantee  funds  for  SBG  In  the  amount  of  $0 

?^«il^n?^^^lJT  ^TJSJI^^  contractors  and  the  surety  for  their 
nvo  v«wnt  If  the  fees  chargjd  to  contractors  were  raised,  even  ■InlMlly.  it 
liwly  thet  wny  of  the  contractor*  who  currently  qualify  for  participation 
would  be  excluded.  Additionally,  if  the  fees  to  the  private' seSoriurety  we?, 
increased,  it  la  also  llkelv  that  iwny  coapanles  would  no  longer  participate  In 
the  program,  thereby  excluding  contractors  fro«  an  o^ortiinlty  to  con^e. 
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5«con<ny.  1n  excess  of  9iX  of  all  bond*  au«rante«<J  by  th9  SBG  Prooram  are 
successfully  completed  vn  than  bills  paid  (absolutely  no  liability  to  either  the 
SBA  or  surety).  So  even  though  the  author lied  funds  are  at  the  $1.8  billion 
level  the  actual  cost  to  adnlnlster  the  prooram  and  pay  losses  associated  with 
the  SBA  runs  less  than  $6  million  per  year.  Provldlno  an  opportunity  for  snail . 
enierging  and  minority-owned  business  to  procure  SI. 8  billion  1n  contracts  per 
year  at  a  cost  to  the  government  of  less  than  $6  million  Is  a  treraendous  exarole 
of  a  program  that  truly  utilizes  ifs  resources  to  their  fullest  extent.  This 
doesn^t  even  factor  in  savings  because  of  the  difference  between  the  icw  bid  and 
other  bids. 

Thirdly,  the  SBG  Program  provides  countless  construction  jobs,  the  creation  of 
many  new  construction  businesses,  mentoring  opportunities  for  unskilled  or 
displaced  workers,  and  it  creates  additional  bid  competition  on  federally  funded 
projects.  The  tax  revenue  generated  from  these  new  businesses  and  jobs,  along 
with  the  procurement  savings,  results  1n  either  a  minimal  net  cost  to  the  federal 
government  or  an  actual  savings. 

Thank  you  for  your  efforts  in  identifying  ways  to  oake  the  federal  government 
more  efficient.  We  are  strongly  in  favor  of  tnaintainlng  the  SBG  Program  as 
currently  administered  b^  the  SBA.    This  is  truly  a  unique  federal  government 

Srogram  that  doesn't  cost  the  Aflierican  taxpayer  anythino  and  at  the  same  time 
enefits  those  ifs  Intended  to  benefit  -  small,  emerging  and  minority-owned 
businesses. 

If  I  can  be  of  assistance  to  the  coflmlttee.  please  feel  free  to  contact  me. 
Very  truly  yc 


Jy  truly  yONpl. 

Elaine  Stevens 
Assistant  Vice  President 


ES/nl 
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Si  RETY  Bond  Writers.  Inc. 

<;f>M  KA<.T  B<>M>  SPECIALISTS 

T2.>.i  »  KM   MHTII  TERHA*;!-;,  S«  ITF.  I  T<1  («>I3)  <||9-0<>.S<> 

ONERLAMI  I'XRK.  KANSAS  6h2l2-220(>  EW  (V  I  3)  64«#.07.'»« 

P.O.  R<>\    I23<>R  iKOOl  HB2-(><>3II 
<>\  ERI.AM)  t>4RK.  KANSAS  6«>282-23«.n 


MARCH  22,  1995 

The  Honorable  Jan  Meyers 

Chairman 

Coninittee  on  Small  Business 

U.S.  House  of  Representatives 

2338  Rayburn  House  Office  Building 

Washington,  D.C.  20515-1603 

Chairman  Meyers: 

As  an  independent  surety  agent  recognized  as  a  specialist  in 
providing  surety  bonds  to  construction  contractors,  I  am  writing  to 
express  my  support  for  the  continued  authorization  of  the  SMALL 
BUSINESS  ADMINISTRATION'S  SURETY  BOND  GUARANTEE  PROGRAM  (SBG 
Program) . 

The  SBG  Program  is  a  very  successful  partnership  between  the 
federal  government  and  the  private  sector.  The  SBG  Program  was 
established  in  1971  to  assist  small  construction  firms  that  are 
either  undercapitalized,  marginally  qualified  or  too  inexperienced 
to  obtain  surety  bonds. 

The  SBG  Program  enables  small,  emerging,  and  minority-owned 
business  concerns  to  participate  in  the  construction  industry 
through  the  SBA  issuing  partial  guarantees  on  bid,  performance  and 
payment  bonds.  The  bonds  are  issued  by  the  private  sector  surety 
companies,  whose  liability  is  limited  to  the  amount  not  guaranteed 
by  the  SBA. 

The  SBG  Program  has  been  instrumental,  in  providing  thousands  of 
jobs  in  the  construction  industry.  It  also  fills  the  role  of  being 
a  dependable  vehicle  to  thousands  of  small,  emerging  and  minority 
contractors  in  securing  necessary  bonding  at  reasonable  rates. 

Two  aspects  about  the  SBG  Program  are  important  to  remember. 

First,  the  SBG  Program  is  based  on  guarantees,  not  loans.  It  is 
conducted,  for  the  most  part,  by  the  private  sector  with  government 
participation  limited  to  a  relatively  small  staff,  nationally. 
Although  there  is  budget  authority  of  $1.8  billion/annually,  in 
guarantee  funds,  the  total  appropriation  for  this  program  for  the 
federal  government  is  less  than  $6  million/annually. 

Finally,  the  SBG  Progra.-n  provides  countless  construction  jobs, 
opportunities  for  starting  up  new  businesses  and  it  creates 
additional  bid  competition  on  federally  funded  projects.  The  tax 
revenue  generated  from  these  new  businesses  and  jobs  along  with  the 
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Pa ye  -  Two 

March  22,  199-:. 

The  Honorable  Jan  Meyers 

procurement  savings,  from  increased  competition,  result  in  a 
minimal  net  cost  to  the  federal  government. 

We  appreciate  your  efforts  -n  identifying  ways  to  make  the  ff^deral 
govern.-aent  more  efficient.  We  are  strongly  in  favor,  however,  of 
naintaining  the  SBG  Progran  as  administered  by  the  SPA.  This  is' one 
of  these  tedeial  government  programs  that  actually  doesn't  cost  the 
American  taxpayer  anyrhing  for  wh  i  !-h  f^vorycne  ga  >  n<=;  r^ '  om  j  f '  rsr-.t- 
oppcrtuiiities  and  savings  in  the  lof.g  run. 

If  I  can  ever  be  of  assistance  to  the  committee,  please  feel  free 
to  contact  me  or.  Ton  Sauer  with  The  American  Surety  Association 
(303)  &29-6161  or,  Ted  Pierce  at  the  National  Association  of  Surety 
Bond  Producers,-  (202)  636-3700. 

Siricfc. 


.  We  plan  to  meet  with  ycu  on  March  30  to  answer  any 
questions  you  night  have  about  the  SBG  Program. 

Ton  Sauer 

Ted  Pierce 
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Ption«  478-0400  CONSTRUCDON  BONDING 

(Area  Cods  904) 


nHnnderwriters,  Inc. 

^     ^        P.O.  Box  163S0 


Ptnucola,  FlofWa  33904 
March    31,    1995 

The    Honorable   Donald   Manzullo,    Chair 

Subcommittee   on   Procurement,    Exports    &   Business 

Opportunities 

B363C   Rayburn   House   Office   Building 

Washington,    DC      20515 

I   am  writing  on  behalf   of  my  company  and   the   thousands  of  small 
business  contractors  we   have  assisted,    in  support  of   the   SURETY 
BOND   GUARANTEE   PROGRAM    (SBG)    AS   ADMINISTERED   BY  THE   SMALL  BUSINESS 
ADMINISTRATION.    The  SBG  program  is   a  very   successful  partnership 
between  the   fedetal  government  and  the  private  sector.    The  SBG 
Program  was   estibliflhed   in   1971   to  assist   small  construction  firms 
that  were  either  undercapitalized,    marginally  qualified  or  to  in- 
experienced to  obtain  surety  bonds   through  a  conventional  marJcet. 

The   SBG  Program  enables   small  emerging  and  minority-owned  firms  as 
well   as   non-minority   firms   to  participate   in  the  construction  in- 
dustry because   SBA  provides  partial   guarantees  to  sureties  who  issue 
bid,    performance   and   payment  bonds   for   these   firms.    The  bonds  are 
issued  by  private  sector   surety  companies,    whose   liability  is   limited 
to   the   eunount  not  guaranteed  by  the    SBA.    I   have  been    involved  with 
the   SBA  program  since    its   inception   in   1971  and  had   the   great  honor 
to  appear  before   the   Senate   Small   Business  Committee   in  March   1982. 
At   that   time   the   success   of   the   program  was  restated  and  read   into 
the   record.    I   also  spoke   before  Mr.    Perrin  Mitchell   at  a   later  date 
as   he   traveled  the  country  in  support  of   the   program. 

The   SBG  Program  has  been   instrumental   in   providing   thousands  of  jobs 
in   the  construction   industry  and   there  are  many  success   stories  as  a 
result.      It  provides  an  opportunity   for  unskilled   labor  or  displaced 
labor  to  participate   in   the  construction   trades  and  eventually  de- 
velop businesses  of   their  own.    It  also   fills   the   role  of  being  a  de- 
pendable vehicle   to   thousands  of   small,    emerging  and  minority  contrac- 
tors  in   securing  bonding  at  reasonable   rates.    It  not  only  benefits   the 
Federal  Government  but  all  public    localities  because  of  the  competitive 
bidding   small   busineses   can  bring. 

It   is   important   to  bear   in  mind   that   the   SBG  Program   is   based  on  guaran- 
tees,   not   loans.    Congress   has  authorized  guarantee   funds   for  SBG   in  the 
amount  of   $1.8  billion  annually.    The   amazing   thing   is   that   the  SBG  Pro- 
gram  is   administered   nationwide   by   less   that   fifty  people  and  that   their 
cost   is  more   than  offset  by  the   collection  of   tees    from  both   the   contrac- 
tor and  the   surety  for   its  guarantee. 

Even  though  the  authorized  funds  are  at  the  $1.8  billion  level,  the  ac- 
tual cost  to  administer  the  program  and  pay  losses  guaranteed  runs  less 
than  $6  million  per  year.  When  you  figure  in  the  savings  to  the  Federal 
Government  because  of  the  more  competitive  bidding  by  small  businesses, 
there    is    no    cost    to    the    goverr.ment  . 
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The  SBG  Program  provides  countless  construction  jobs,  the 
creation  of  many  new  businesses,  mentoring  opportunities  for 
unskilled  or  displaced  workers,  and  of  course  the  additional 
bid  competition  on  federally  funded  projects.  The  tax  revenue 
generated  from  these  new  businesses  and  the  savings  in  unemploy- 
ment  payments  for  those  that  are  hired  must  be  taken  into  consider- 
Ation . 

We  strongly  support  your  efforts  to  make  the  federal  government 
more  efficient  as  much  as  we  support  the  maintaining  of  the  SBG 
Program  as  currently  administered  by  an  already  bareboned  staff 
This  IS  a  truly  unique  federal  program  in  that  it  does  not  cost' 
the  American  taxpayer  anything  and  is  one  of  the  few  programs  that 
has  benefited  those  that  it  was  intended  to  benefit. 

Small,  emerging  and  minority  owned  businesses  need  this  program  so 
that  more  success  stories  in  the  American  Dream  can  be  told! 


If  we  can  be  of  any  assistance  to  the  committee,  please  feel  free 
to  contact  itie , 


Mountie  M.  Bed€^d 

President 

M  B  Underwriters,  Inc. 
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Gramercy  Insurance  Company 

Wilmington,  DE 


nOS.  Ficnch  Suc*l 

Wllminglon,  L3£  19flni 

VIA  FAX  302  571.0525 

fa«302  571-9956 


April  3.  1995 


The  Honorable  Donald  ManTuilo,  Chair 
Subcommittee  on  Procurement,  Exports  & 
Business  Opportunities 
B363C  Raybum  House  Office  Building 
Washington,  DC  20515 

Dear  Congressman  Man7.ullo: 


I  am  writing  on  behalf  of  my  company,  Gramercy  Insurance  Company,  in  support  of  the 
Surety  Bond  Guarantee  Program  (SBG)  as  administered  by  the  Small  Business 
Administration  The  SBG  program  is  a  very  successful  partnership  between  the  federal 
government  and  the  private  sector.  The  SBG  Program  was  established  in  1971  to  assist 
small  construction  firms  that  arc  either  undercapitalized,  marginally  qualified  or  too 
inexperienced  to  obtain  surety  bond  through  a  conventional  market. 

The  SBG  Program  enables  small,  emerging  and  minority-owned  business  concerns  to 
panicipate  in  the  construction  industry  because  the  SBA  provides  partial  guarantees  to 
sureties  who  issue  bid,  performance  and  payment  bonds  for  these  businesses  The  bonds 
are  issued  by  the  private  sector  surety  companies,  whose  liability  is  limited  to  the  amount 
not  guaranteed  by  the  SDA.  We  have  been  involved  with  the  SBA  program  and  can 
testify  to  the  success  of  this  partnership  In  fact,  we  can  identify  contractors  who  obtained 
their  first  bond  through  the  SBG  and  arc  very  successful  today 

The  SBG  Program  has  been  instrumental  in  providing  thousands  of  jobs  in  the 
construction  industry.  It  provides  an  opportunity  for  unskilled  labor  or  displaced  labor  to 
participate  in  the  construction  trades  and  eventually  develop  businesses  of  their  own.  It 
also  fills  the  role  of  being  a  dependable  vehicle  to  thousands  of  small,  emerging  and 
minority  contractors  in  securing  necessary  bonding  at  reasonable  rates  It  also  provides 
the  added  benefit  of  enhancing  competition,  thereby  providing  localities  with  ilic  lowest 
possible  construction  contracts. 

It  is  important  to  bear  in  mind  that  the  SBG  Program  is  based  on  guarantees,  nfil  loans 
Congress  has  authorized  guaramee  funds  for  SBG  in  the  amount  of  $18  billion  annually. 
SBG  is  administered  by  less  than  fif\y  people  nationally  and  the  SBA  collects  fees  from 
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both  the  contractor  and  the  surety  for  its  involvement  in  the  guarantee  If  the  fees  charged 
to  contractors  were  raised,  even  minimally,  it  is  likely  that  many  of  the  contractors  who 
currently  qualify  for  participation  would  be  excluded  Additionally,  if  the  fees  to  the 
private  sector  surety  were  increased,  it  is  also  likely  that  many  companies  would  no  longer 
participate  in  the  program,  thereby  excluding  contractors  from  an  opportunity  to  compete. 

Secondly,  in  excess  of  95%  of  all  bonds  guaranteed  by  the  SDG  Program  are  successfully 
completed  with  all  bills  paid  (absolutely  not  liability  to  either  the  SBA  or  surety).  So  even 
though  the  authorized  fiinds  are  at  the  SI. 8  billion  level,  the  actual  cost  to  administer  the 
program  and  pay  losses  associated  with  the  SBA  runs  less  than  $6  million  per  year. 
Providing  an  opportunity  for  small,  emerging  and  minority-owned  businesses  to  procure 
$18  billion  in  contracts  per  year  at  a  cost  to  the  government  of  less  than  $6  million  is  a 
tremendous  bang  for  the  buck!  This  doesn'f  even  factor  in  savings  because  of  the 
difference  between  the  low  bid  and  other  bids. 

Thirdly,  the  SBG  Program  provides  countless  construction  jobs,  the  creation  of  many  new 
construction  businesses,  mentoring  opportunities  for  unskilled  or  displaced  workers,  and  it 
creates  additional  bid  competition  on  federally  flinded  projects.  The  tax  revenue 
generated  from  these  new  businesses  and  jobs  along  with  the  procurement  savings,  results 
in  either  a  minimal  net  cost  to  the  federal  government  or  an  actual  savings 

Thank  you  for  your  efforts  in  identifying  ways  to  make  the  federal  government  more 
efficient  We  are  strongly  in  favor  of  maintaining  the  SDG  program  as  currently 
administered  by  the  SBA  This  is  truly  a  unique  federal  government  program  that  doesn't 
cost  the  American  taxpayer  anything  and  at  the  same  time  benefits  those  intended  to 
benefit  small,  emerging  and  minority-owned  businesses. 

If  we  can  be  of  assistance  to  the  committee,  please  feel  free  to  contact  me. 

Sincerely, 


Michael  O.  Haiikir 

Vice  President,  General  Counsel 

&  Chief  Administrative  Officer 
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NOBEL  INSURANCE  COMPANY 

3010  LBJ  FREEWAY,  SUITE  300 

DALLAS,  TX  75234 

(800)  766  •  6235      •      (214)  243  ■  1886 


VIA  FAX:        202-225-5284 


April  3.  1995 


Honorable  Donald  ManzuUo 

426  Caiuioo 

Washington.  DC  20515-1316 

Dear  Congressman  Manzullo: 


I  am  writing  on  behalf  of  my  company,  Nobel  Insurance  Company,  in  support  of  the  Surety 
Bond  Guarantee  Program  (SBG)  as  administered  by  tlie  Small  Business  Administration.  The 
SBG  Program  is  a  very  successful  partnership  between  the  federal  government  and  the  private 
sector.  The  SBG  Program  was  established  in  1971  to  assist  small  construction  firms  that  are 
either  undercapitalized,  marginally  qualified  or  too  inexperienced  to  obtain  surety  bonds  through 
a  conventional  market 

The  SBG  Program  enables  small,  emerging  and  minority-ow-ned  business  concerns  to  participate 
in  the  construction  industry  because  the  SBA  provides  partial  guarantees  to  sureties  who  issue 
bid,  performance  and  payment  bonds  for  these  businesses.  The  bonds  arc  issued  by  the  private 
sector  surety  companies,  whose  liability  is  limited  to  the  amount  not  guaranteed  by  the  SBA.  We 
are  the  second  largest  writer  of  SBA  bonds  in  the  United  States  and  can  testify  to  the  success  of 
this  partnership.  In  fact,  we  can  identify  contractors  who  obtained  theu  fu^t  bond  through  the 
SBG  and  are  very  successful  today. 

ITie  SBG  Program  has  been  instrumental  in  providing  thousands  of  jobs  in  the  construction 
industry.  It  provides  an  opportunity  for  unskilled  labor  or  displaced  labor  to  participate  in  the 
construction  trades  and  eventually  develop  businesses  of  their  own.  It  also  fills  the  role  of  being 
a  dependable  vehicle  to  thousands  of  small,  emerging  and  minority  contractors  in  securing 
necessary  bonding  at  reasonable  rates.  It  also  provides  the  added  benefit  of  enhancing 
competition,  thereby  providing  localities  with  the  lowest  possible  construction  contracts. 

It  is  important  to  bear  in  mind  that  the  SBG  Program  is  based  on  guarantees,  not  loan.s  Congress 
has  authorized  guarantee  funds  for  SBG  in  the  amount  of  SI. 8  billion  annually.  .SBG  is 
administered  by  less  than  fifty  people  nationally  and  the  SBA  collects  fees  from  both  the 
contractor  and  the  surety  for  its  involvement  in  the  guarantee.  If  the  fees  charged  to  contractors 
were  raised,  even  minimally,  it  is  likely  that  many  of  the  contractors  who  currently  qualify'  for 
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participation  would  b«  excluded.  Additionally,  if  the  fees  to  the  private  sector  surety  were 
increased,  it  is  also  likely  that  many  companies  would  no  longer  participate  in  the  program, 
thereby  excluding  contractors  from  an  opportunity  to  compete 

Secondly,  in  excess  of  95%  of  all  boods  guaranteed  by  the  SBG  Program  arc  successfully 
completed  with  all  bills  paid  (absolutely  no  liability  to  either  the  SBA  or  surety).  So  even  though 
tlie  authorized  funds  arc  at  the  $1.8  billion  level,  the  actual  cost  to  administer  the  program  and 
pay  losses  associated  with  the  SBA  runs  less  than  $6  million  per  year.  Providing  an  opportunity 
for  small,  emerging,  and  minority-owned  businesses  to  procure  SI  .8  billion  in  contracts  per  year 
at  a  cost  to  the  government  of  less  than  $6  million  is  a  tremendous  bang  for  the  buck!  This  does 
not  even  factor  in  savings  because  of  the  difference  between  the  low  bid  and  other  bids. 

Thirdly,  the  SBG  Program  provides  countless  construction  jobs,  the  creation  of  many  new- 
construction  businesses,  mentoring  opportunities  for  unskilled  or  displaced  workers,  and  it 
creates  additional  bid  competition  on  federally  flinded  projects.  The  tax  revenue  generated  fham 
these  new  businesses  and  jobs  along  with  the  procurement  savings,  results  in  either  a  minimal  net 
cost  to  the  federal  government  or  an  actual  savings. 

Thank  you  for  your  efforts  in  identifying  ways  to  make  the  federal  government  more  efficient. 
We  are  strongly  in  favor  of  maintaining  the  SBG  Program  as  cunently  administered  by  the  SBA. 
This  IS  truly  a  unique  federal  government  program  that  does  not  cost  the  American  taxpayer 
anything  and  at  the  same  time  benefits  those  intended  to  benefit;  small,  emerging,  and  minority- 
owned  businesses 

If  wc  can  be  of  assistance  to  the  committee,  please  feel  free  to  contact  me. 
Sincerely, 


Douglas  W.  Caudill 

Vice  President/General  Counsel 


89-984  0-95-6 
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THE  AMERtCAN  SURETY  ASSOCIATION 


120  Falcon  Drtve,  UrtI  #3,  Fredertcksborfl.  VM  22408  •  Telephone:  703/891-4406  Fax:  703/896-2393 

The  Honorable  Donald  Manzullo 
426  Cannon 
Wsshlngton,  DC  20515 

Dear  Congressman  Manzullo: 


sector  surety  companies,  whose  liabinty  is  nmttL  f^  fh  ^      Onvate 
guaranteed  by  the  SSA    TASA  m«mhorc  h,  =  k  """^^^  '  =>  ^^^^  amount  not 

"r:rbon;:^'M::rsu::;:es°a^:^^:?:;^t:rtr^^^"^  ^^^  ^^°^^^"^  ^-  ^^^^^ 
s!rrc^ni^^^  ^^^"  trre:%:;rs^:]r:?tL!?  rsBA^%!a::*rer^';;  i°^ 

SJ-ety  considers  underwriting  a  case  without  the  benef i tof  ^ h«  Ln 

utrTt'-'Tr^VT   "'^'^    ^^^^^^^^  ''    recuir^d'to  prl:!de  conatera,  o^ 
surety  process   ?h''  '"^'^'^^'^^y    ^miting  their  accesss  into  the 
iureiy  process.   This  limitation  would  ultimately  5t,fi»  th=  a 
dream  of  ent  repreneurshio    in  th«  ch^rf  t      l^^  stifle  the  American 
would  result  i  n  1  ess  comoet  i  f  ?nn  !nf  h   ^   '"'"'  ^°"«^er,  this  limitation 
the  American  taxpayer  "   ''^^''*'  construction  prices  paid  by 

thl  c^'ns^Tc%^fon'?ndS:t^ry^'^1rprC:?deran'^^r'^?^  ^^°^^^"^^  °^  ^^^^  - 
or  displaced  labor  to  pirtic  Date  ^nfh    °Pf°^tunity  for  unskilled  labo- 
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I.ncresz.ng    .Of.i  ■  at '.  V    rees    wll    n.aAC    them     less    comoe'.  ■  t  i  vc    oet-ouae    iotit-attc': 
dl'eauy    I  ai.  -     '     y'    ir.arg.ns    and   most     jt    t^ese    contractois    0  ■  d    O"    i/,.i:>  .  -  c 
«ori.--     'x-roj^-.i    wnerc    the     i  o«    biOdar    wins    the    pro)d<.t.        ^he    cont.,acto-i 
/or-    '.^   wi"    •  ■ ',•    ':EG   Program   are    aiifeidy    payng   more    *0f    t  f  e  •  r     ou'-cs    iecaust 
.'-    •..c!\f-    ■L.i-.'d''c    rtM    wc-easo    ':-i    -."c-    iec-4    «i;i     'tOi-ii-j    -    I'l.j^ei-     jiJ    p-     C5. 
,<j    f'.,-    ^o.-tiacto--    fe«s    f'-i'     yarfcioat  ion    m    the    p' ogratf   v.-,"..    or  ;  y    be 
'■o    i,hifcr-icaii    taxpayer    nnd    ma>    serve    to    eli^ninete    .jpsetitior 
:re    .:-:'-,t  ractO'-    can   no    'onger    participate    in    fit    prograin. 

'■'\%   or    nil    tonas    guo'^'tsfeJ    Or    "i-.e    3BG    "logfair:    .•>    ^    ;  jvC-jjS  " .  i  ~  > 
■'    =,1  ■    oills    paid    (abio'vteiy    nc    liab-.i-ty    •  •:•    e-'.ner    f^e    SE4   or 
ove.i    tnough    the    authorizeQ-    t^,-.as    are    at    tne    $1.S    piil'.on     ^e/S'. 
^It    :o    adi.-^in 'Ster-    t'-e   procira.Ti   aro    Day    losses    a£SOCia\<c    «-t^ 
'cii    t-ian    J.e    mi"  'ion    oe.     year.       Pro/idira    an    oppc:tLn-ty    To: 
<-..a:  =-7i.=  r3i- g'a^-'d    im  nor  >  t /-owned    ousmesses    to    procure    $1.8    pi  ■■-on    ir 

'.'jnt^atts    P-jr    /ea-    at    a   cost    to   the    governmert    of    less    than   $0t    r.illipn    :  s 
i.    '.  ••on  on-J.-o  ;    •itjiii    Ci{i    ta;<paver's    mondy. 

*'e    -'.SG    ►'■o^rnrr    p'ov-Jts    count-esi    con  St  .■■■jcl  -  Oh    lObs.    the    -.eatioi    o*'    maiiy 
■•ert    •or''     i,C'ion    cusi-esses.    mentor-ng    opportunities    for    unsKillea    or 
J-sp'a-yd   v.o'ffrs,    and    -t    creates   ar.ditiora!    Did    competition   on    reae.  a    :  y 
'•jid^d    pr.:.-ct3.       The   tax    revenue    generated    from   these   rew    bus^neiies   and 
■obo    -.ic-^c,   w.tT    tnfe    procuretient    sav.ngs,    results    i  n    e-t^e--    -^.   mn-fal    ret 
coit    TO    f"-e    teJt:a^    government    or     ar    actua;     5avlr^gs. 

C  'i>v  t:vsrr,;v.    -.ho    5BG   program   does   NOT    rep-'csent    ar.   exampio    or    corpo-ate 
«»"fc;rfc        Tn,s    program  was    createc   to    encourage    sureties    to   oro/ide    cted't 
*or    .-ont  •=>!  V  ■-!-■;' who    couldn't    obta^"    cO-Tvent  ional    surety    credit    because    of 
•-e    -iihe.unt    nsKS    assoc-ated   w  t  n    any    ^ew    business.      The    success    in    the 
oroo.a-,     -t'Sult-jd    in    sureties    expariQing    their    operations    or    surety    o'edi'. 
•  ■   pro^'Ot    ;ovrra-3e    tor    these   cent  r  actors .      Wnils    the    surety    companies    net 
Tia-a^-ia'    p-o''-s    oy    providing    this    c-ecit    througr    the    program,    the    SSG   was 
destined    to    ►  ave    sureties    worK    witr.    tne    smal  i  ,    emerging    and    minority    owned 
cjs-   lei-    '.■  M    :>'-o.-u^ng    greater    avoirs    irt:    '.he    icr-st  r  jci  i  or,    arer^i    Tor    fies, 
^, ■•,.,■,  ^ -.e^  .  :.         •boi-snirg    the    prc9'-£:r.   would    seise    to    -ect-'Ct    acces£     ^ntc 
•16    .o'.s:,  ,,.t-ir      n.ust'-,    for    sma  :  ^  .    e'.iergmg    arc   Tinor't>    cou  ract  ors  . 

■■-    y.  u  ■    -t.    cw   -.f    the    prosra.'i,    L'fease    oear    !■!   T.ird   the    'o-ow.ng    ooi"ts: 
'      '••!.•   f>3'    c'-a'a-^   a&    acmmisteifcd    b/    the    S3a    provides    access    to    tne 

cor"s-ruct '0.1    industry    ►or    sma  1  :  ,    e.nergmg,    and    minority    contractors. 
i.    3ocaus6    j^'    tht    ability    to    rece-ve    beds    through    the    SBG .    contractors 

o-'.p   oy    -'-.cusd'ids   of    unskilled   and   o^ipUced    'aboi. 
-      sic-caus'-     ■<■    Oords    through    this    p-ogram.    contracto-i    ian    bid    on    o'oiects 

'.•ere:;.-      nc  -  fas  i  n.j    coT.pet  ■■  t  ion    i^vQ    enhanc-ng    cr^ce    compet  ■  t  -  veness  . 
J.     '    e    ^o'o-.    o-    .■,.,•«■  .n--st  en  ng    the    program,    is    co.Tcarat  i  vs  1  v    -Kiff    sfift'l,     i' 

ft.-:y    at    ci'     ,     *or     thd    Gene*'ts    the    program    p.'ov-.des. 
!.     1  1^    eai- r.g' Parr  icipat  ion    fees    wou  :  a    se^ve    to    ^imit    the    smaller 

<•  jr-,  t  aci-oi  "s    competitiveness    in    the   market. 
•;.    The    SSo    =tog'am    represents    an    IDEAu    exnmp'e    of    a    successful     ledera'- 

c-'-vate    partnership    ennancing    American    business    ana    taxpayer    .-eT.jrp. 

i-.G     "s    Tempers    are    strongly    in    favor    o'    mamtainir^g    t-e    SG'o    ^rog-ani    as 
is'ereo    oy    t"e    SBA.       This    is    a    umcue    teoerai    progran    costing    the    ta-oa. 
iq'aic    bene'i-tinq    tnose    it    was    intended    for:    sm.^ "  .    e-oer.iiny    ana 
I-,    ..•(•■. e a    ousinusses.       If    we    ccn    Pe    of    further    service    to    the    comfitte^ 
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national"  ixu  f  strati,  n.w.  >o«sw>«iob 

ASSOCIATION  OF      ^"^     _  '^Z!^"^ 

MINORITY  ^o^^r^ocTCCO^  ;^^_^ 

CONTRAQORS        ^yj^/^^a?  ^'"'^ 

fX2j  63S-  ISM  Aai  sk»*  wt*>^ics« 


April  10.  1995 
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Board  of  Directors 
The  American  Surety  Association 
120  Falcon  Drive,  Unit  #3 
Fredericksburg,  Virginia  22408 

Dear  Board  Member: 

This  letter  is  being  written  on  behalf  of  the  National  Association  of 
Minority  Contractors.  We  represent  5,000  contractors  throughout  the  United  vJ»S? 

SiatM.  "^'"^ 

Our  membership  is  very  supportive  of  the  Surety  Bond  Guarantee  •o  ««).«* 

program  as  administered  by  the  Small  Business  Administration,  This  program  (=-«*  ^c 

has  been  instrumental  in  providing  our  membership  access  to  construction  opportunWfiflfl^ 
a  very  competitive  marketplace.  The  federal-private  partnership  as  exhibited  through  this 
program  has  been  an  cxccUent  example  of  where  govertunent  and  private  industry  can  work 
together  to  better  opportunities  for  both  minority-owned  businesses  and  ultimately,  the 
American  taxpayer. 

It  is  because  of  the  SBG  program  that  our  members  arc  able  to  bid  on  projects  and 
be  competitive  enough  to  be  awarded  the  business.  Generally  speaking,  construction  projects 
awarded  as  a  result  of  the  SBG  program  participation  employ  approximately  50-100  people 
per  project.  Without  the  SBG  program  our  members  would  not  be  in  a  position  to  provide 
localities  with  tax  revenues  resulting  from  employing  local  labor.  Additionally,  the 
competitive  process  through  which  our  members  are  awarded  contracts  are  able  to  save  the 
American  taxpayer  dollars  as  more  expensive  contractors  would  require. 

NAMC  would  also  support  the  program's  fee  structure  remains  as  it  is  cunently 
administered.  Increases  in  fees  to  the  contractors  would  certainly  impact  negatively  on  our 
membership.  In  some  cases  an  increase  in  fees  to  participate  in  this  program  would  result 
in  some  companies  within  our  membership  being  foreclosed  from  bidding  on  construcUon 
contracts  thereby  causing  significant  harm  to  both  the  contractor  and  the  local  community. 

It  is  important  to  note  that  the  SBG  program  is  instrumental  in  our  membership's 
ability  to  operate  as  a  small  business.  Our  success  to  the  market  place  is  better  served 
through  the  support  of  this  program.  Additionally,  this  program  enhances  our  memberships 
long  term  viability  as  business  owners  and  remain  signiflcaot  taxpayers  in  local  communities. 


^S^i^^ 
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We  support  TASA's  efforts  to  ensure  that  the  SBG  program  remains  an  important 
tool  for  our  membership  to  continue  to  have  access  in  the  construction  industry. 

If  you  have  any  questions  or  require  further  information,  please  do  not  hesitate  to 
contact  rae. 


Samuel  A.  Car radine  Jr. 
Executive  Director 
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April  6,1995 

US.  lku«  afScpnBMtodvei 

2443  Riyiwm  llQuie  Offloe  Buildiag 
^tahlnstoa  D.C  20516 

Doff  S«pttw«itiV6  IMty. 

m Idte  Isbeteg vrtitttt in a«y(« of  11b Snail  Bii^ 
OiurattM  Profpwn, 

I>ara8  the  p^  »U  >twi  I  l»fB  hem  eavfcyed  fli  OMFto^ 
i«p<ib^9'mMq(flUCondbtapociakyooatodtn.  BoownardMnMUbedoMiieorow 
halMK  an)  fl»  idi^iwh^  aaU  i«  ^«A  rftfacK  000^ 

v«tIcpcwida»gjd»lwh«idrciofcr«*nictkin^wiim.  ^^ 

ThoffiA  IkndOuoMtoe  hoi7«Ti  h«  bcm  i«i^^ 

coo?»d»  ydiCT*  Qrii  ftomr^  w  vwuW  not  h^ 

Qniyw^itddftfrq;ect«.  Iba  PtO0«m )«  cbmcOiI  for  srndL  tiidcapibdizd  oon^^ 

QurasBlwouraiynumdOaD^wfiovatetoocicinjeit.  ^ 

11]«k  yw  ftr  your  cumldntlQa. 

Ch2<:fP]iMociM  Officer 
IlVks 
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The  Kcnonble  Jo«l  Kefley 
U  S  HouM  ofHeprcMfltAiivM 
2442  RAy^um  Houm  Office  BuMn| 
Wufaiflitoo.  DC  20515 

Re:       Ssoali  ButineM  Adeualitr»tio& 

Sufcty  B«Mi  CkicfAfitM  Ikogrun  (fiBO  Procrtffl) 

D««r  Rflj)rc«iRUUv«  H«fl«y: 

Iiinifliftd«poid«rtiujetyi«trtbuedintiieDeBvtfrefioiL  I  week  wJA  cootr«cten  of 
wiou»tyi«itftdiiM.»fldlNTOAMtho»*CfllMmi3orBuf«t>'c^^         However,  nany 
of  roy  cUento'wt  eiAw  too  imall  *  luM  Oct  b«eo  m  buitflw*  l<»«  «^^ 
■urette*. 

Tl)«  SBA'i  Swtty  Boftd  ChwMrtea  Prog^m  hM  xaimaaed  to  Miift  theM  cootrKton  to  pt^ 
fteirMp«baitiM.MidthenyiiuiJetoth«traittioo«liu«riM.  Some  of  my  wm  clicali  have 
.  ttsrted  in  ti»  SBO  program.  Md  th«  r»*»**<*  «**"*««••.  Whboia  t^ 

>f(/«uid  never  hsvs  fixtm  ^  chance. 

I  penonany  «m  a  RepubUcan  ictWrt,  lad  iwnndJy  ttnd  to  tjJw  a  <5rtuc^ 
pn>|»imtdmim««T«dbythrFftd«alG<JVWinMflL  Howcvw.iathuinitince^theyKtdflint 

•  Tbey  provide  to  guanj3t«fivrtiwhalIuw*urBtiei  to  R^plpeftBuUaaiff 

ofdienwic  M  tteoufh  to  cradb, 

•  lli«y  provide  th«ii«>crt  to  help  ounoffey  or  woi»«J-«wtiedbu^ 
dowv»hbo«inw»tiogtonft«»edi»crimiflit«tt.  "Hay  provide  the  fcflctiootAichibeuld 
be  the  pivpcM  cf  the  SBA.  xihicfa  U  to  help  kbbU  buuneues  |et  goo^ 

«    Tl»pj,,y«nkhwdJedefficieorfy.  TT»«yhaveiDiiinteeioftl.5bUUan»a^^ 

ystadoniBteritwitiileeilh^iSOpeopbQactkjeMride.  My  own  eaperiettce  wiA  die  Deovtr 
office  ie  tfut  ifae  tt^loyces  are  aa  effidffit  «f  tboM  of  any  COfporcte  sarrty. 

•  TtetrtyamiidRctive.  Beeavtietherei»eftecfaafgBdtotocoptrictara.wd&* 
lurttUe  kwoh^  &e  pro|pitt»  providei  the  Jl  J  WfiiflB  in  guennwe*.  moc^ 
pro7c«,aadp«yetfaecUix»5vhecnecemiy,eUA»leMfhaa$5miIlMnperyeer. 

•  Forthit$5o»miionmv«ftai«tt,  imaflbuwne8^«•»red»rtulTd^«^^»^ 

have  M  opportLoliy.  Aoueuada  of  joba  are  created^  and  taisonty  aad  women  coairarton 
■reaMifted. 
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The  tiovernmen^  and  tixp«y«n«  b«tieft  b«e«ise  th«M  id<ih^ 

prices  on  lovcfBiiMiit  prpiecl*.  Ev«ytinieanSBAsiipport«dcomractori«lowootbid» 

lh«  difibrenee  betii/ven  thfctr  bid  «iid  the  Mxt  ^  it  A  UYSi^ 

rtfuh  of  ihk  pcogrcm.  Thou  uvm^t  ilom  ftr  excMd  tisc  $3,000,000  ooft  of  the 

U«t  year,  the  Consftu  iocreued  ^  threibold  ftr  Min«r  Act  boiufa  to  $100,000.  v^  tha 
tttfcd  iflteotioa  cf  belpiag  saotll  oootrKtin.  That  moive  will  ody  help  eontntctonvvlioiwvcr 
intoidtt  trow  b«yood  $100,000  jobs,  h  will  cot  help  contnctonwiiowiBt  to  nwvebeyoed 
lh«$100,00Qtbrt8hoId,b«eAaieitettcoun|e9llMmtoi9v«f(/  the  beediatfvoceM  ruber  tbta 
Uant  to  wo>4r  vith  U. 

The  SBApR^am,oo1bacf^ierhMd,Mrvciuim  introduction  to  (he  proean.  Rprgvidcst 
neppificfioACtoauoeen,  whtdi  if  the  nftfMfte  of  the  Milkr  Act  chufe. 

IwfaokbtartedlywppoAdMSSAuretybeDdguinttitMproflrin.  Ai  audi  «i  I  lilu  to  Me 
cu^»d<j  qf  Fedifri  Govtnuoittt  progrtint.  tiicre  would  Ufioboicfit  to  cutting  this  om^ 

If  you  wouM  b«  iiiterett«d»  I  w(»iMbedeli|^itedtadi9GUMliiiaflirth(x.My])boocfiutBb«rif 
(303)  83 1-5107  duriot  ^  diy.  vd  (303)  $90-491(  «v  evcniDi*  md  ^Mdce«Kk.  Xly  hottti 
addreu  i«  3797  S.  Oltffai  St.  Auron.  80013.  MyworkiddrfaitQiithelettatlMdafihi* 
letter. 

Think  you  fbr  your  itlflrcift 

StAcerely. 


WRWiihrxiw 
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BANDERAS  CONSTRUCTION,  INC. 

1940t  Ean  40  Highway,  Ste.  150 
Indcpcndtnct,  Missouri  6405 S 


T«l«phon«:(»  1 3)371-5523 


FacsMk:  (913)  37l-«««l 


April    7,     1995 

The  Honorable  James  M.  Talent 

1022  Longworth 

Washington,  D.C.   20515-2502 

Dear  Congressman  Talent : 

It  is  my  understanding  that  the  Subcommittee  on  Procurement,  Exports  and 
Small  Business  Opportunities  is  currently  reviewing  the  Surety  Bond 
Guarantee  program  as  administered  by  the  Small  Business  Administration. 
I  am  writing  on  behalf  of  my  company,  including  ten  employees  to  offer 
support  for  the  Small  Business  Administration's  Surety  Bond  Guarantee 
Program.  This  program,  particularly  the  Prior  Approval  Program,  is  a 
very  successful  partnership  between  the  federal  government  and  the 
private  sector. 

It  is  because  of  this  program  that  I,  a  small  businessman  engaged  in  the 
construction  industry,  was  able  to  bid  on  "Pavement  Repairs  and  Control 
Room  Renovations",  at  the  Federal  Building  in  Kansas  City,  Missouri,  and 
was  competitive  enough  to  be  awarded  the  contract.  This  project 
employed  approximately  thirty- five  people  in  the  Kansas  City  area. 

Without  the  SBG  program,  we  would  not  have  been  in  a  position  to  provide 
Kansas  City  with  the  tax  revenues  resulting  from  employing  local  labor. 
Additionally,  the  competitive  process  through  which  we  were  awarded  the 
contract  was  able  to  save  Kansas  City  dollars  as  they  did  not  have  to 
hire  more  expensive  contractors. 

It  is  -important  to  note  that  the  SBG  program  is  instrumental  in  our 
ability  to  operate  as  a  company.  Without  the  availability  of  this 
program  we  would  not  have  been  in  a  position  to  bid  on  the  above 
project,  let  alone  with  the  opportunity  to  produce  the  project.  As  a 
result  cf  the  program,  we  continue  to  employ  four  of  the  people 
throughout  the  year  and  retrain  a  significant  taxpayer  in  our  community. 


DANIEL  BAlpgRAS,  JR.,  PRE^DBNT 
BANDERAS  CONSTRUCTION,  INC 

OBJ: jmb 

cc:  The  Honorable  Donald  Manzullo,  Chair 
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T.  E.  I.  CORPORATION 

P  0.  Box  510362 
St  Louis,  MO  63151 
(314)  846-1633 


Abf  orption  t  C«ntnfug«l  Sp*eWi«li 
M«ehanlcaJ  Sprinkltr  Sytlamt  OMigo  I  ln«tilaiJon 


AprU  7.  1995 


Tba  Honorable  Donald  ManzuUo,  Chair 
Subcoumittee  on  Procurement,  UxporU  & 
Sb«11   Uusiness  Opportunities 
U36C  Kayburn  House  Office  Uuildlns 
WashinKton.  UC     20515 

Uear   Mr.   Chairmajt: 

It  is  my  understanding  that  the  SubcoBsittee  on  Frocurenent,  b'zports  &  Saall 
Uusiness  Opportunities  is  currently  reviewing  the  Surety  Uond  Guarantee  pro«rain 
as  administered  by  the  Small  Uusiness  Administration.  1  am  writintc  on  behalf  of 
T.  li.  1.  Corporation  Including  four  to  six  employees  to  offer  support  for  the 
SMALL  UUSlNliSS  AUMINISTKATION  SUKiilY  UONU  GUARANTlili  fKOGRAM.  This 
proeram.  parUcularly  the  Hrior  Approval  Proeram.  is  a  very  successful 
partnership  between  the  federal  Kovernment  and  the  private  sector. 

It  is  because  of  this  program,  1,  a  small  businesswoman  enffaited  in  the 
construction  industry,  was  able  to  bid  on  IHCAT  Ki^COVtCKY  SYSTLM  -UKliNTWOOU 
ICL  RINK  -  llOMli  Ol  rilli  ST.  LOUIS  ULUliS  and  was  competitive  enough  to  be 
awarded  the  contract.    This  project  employed  six  people  in  Urentwood.  Missouri. 

Without  the  sue  program,  we  would  not  have  been  in  a  position  to  provide  the 
City  of  Urentwood  with  tax  revenues  resulting  from  employing  local  labor. 
Additionally,  the  competitive  process  through  which  we  were  awarded  the  contract 
waj  able  to  save  the  City  of  Urentwood  15000  as  they  did  not  have  to  hire  more 
expensive  contractors. 

It  is  important  to  note  that  the  SUO  program  is  instrumental  In  our  ability  to 
operate  as  a  company.  Without  the  availability  of  this  program,  we  would  not 
have  been  in  a  position  to  bid  on  the  above  project,  let  alone  with  the 
opportunity  to  produce  the  project.  As  a  result  of  the  program,  we  continue  to 
employ  four  to  six  people  throughout  the  year  and  remain  a  significant  taxpayer 
in  our   community. 


Sincerely, 


AJjd^d  aJ.  ^^^a^^djn^ 


Oebra   li.   Ueisner 


T.   v..   1.   Corporation 
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Daiico  Corporation 

Thomas  Alan  Dailey 

General  Contractor 
(406)256-9129 


The  Honorable  Joel  Hefley 
U.S.  House  of  Representatives 
2442  Raybum  House  Office 
Washington,  D.C.  20515 

Dear  Representative  Hefley: 

As  a  small  business  Indian  Contractor  working  in  Montana,  I  need  to  let  you 
know  on  how  absolutely  vital  the  Small  Business  Administration's  (SBA) 
Bonding  program  is  to  my  interests. 

Being  a  member  of  a  federally  recognized  tribe  (Crow),  I  cannot  utilize  many 
of  my  land  assets  for  collateral  because  they  are  held  in  trust  by  the 
Secretary  of  the  Interior.  This  'catch-22'  makes  bonding  very  difficult,  if  not 
impossible,  for  many  Indian  businesses  just  starting  out. 

The  Bonding  Program  is  one  that  helps  level  the  playing  field  for  Indian 
small  businesses  like  myself  I  firmly  believe  that  with  out  this  program, 
Indian  small  businesses  would  be  deprived  of  an  opportunity  of  which  the 
SBA  allows  an  Indian  to  start  and  maintain  a  competitive  business  that  is  in 
the  best  spirit  of  the  American  enterprise  system. 


Sincerel 


Tom  Dailey    y 
President,  Dailfco  Corp. 


1207  First  street  West  •  Billings,  Montana  59101 
P.O.  Box  622  '  Lodge  Grass.  Montana  59050 
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Trve  Honorible  Sue  Myrlck 

S06  Canoon 

WMhInjton.  DC  20^15-3308 

It  I)  my  yndtr«Un<Jinfl  that  the  Subcomrrltte^  or  Procurement  Exportt  &  SmeM  Business 
Oppoftunitiei  Ic  currently  reviewing  the  Surtty  Bond  Guaf«nt««  progi^rr  es  admiriistored  by  the 
Small  b'jsiness  Admir^istrstion.  I  am  writing  on  behaK  ot  my  company,  irxluding  15  employee* 
to  offer  $upport  for  the  SMALL  BUSINESS  ADMINISTRATION'S  SURETY  BONO  GUARANTEE 
PROGRAM   This  progrim,  perticuiafty  the  Phor  Approval  Projjrmm,  l«  a  vty  successful 
padnership  between  the  federal  gov^mrnent  $n4  the  private  teetor 

K  is  because  of  thie  pfogrem  that  I,  •  ema^  businessman  ergegad  in  the  ccnstructicn  ir>dustiy, 
wa«  able  to  bid  on  Venice  Intermodal  facility  fcx  GATAEWAY  WESTERN  RAILWAY  and  wat 
compebtive  enojjh  k>  be  awarded  the  oon^tc*.  Thu  pM^ect  emplo)-ed  25  people  in  Venice. 
Illlrwis 

It  IS  importe'^  to  rvote  that  the  SSQ  program  is  instrurrternal  Ih  our  ability  to  operate  as  a 
oompanv.  Without  the  a/»ilebility  of  this  program,  we  would  not  have  been  in  e  positKxi  to  bid 
on  the  above  project  Aa  a  result  of  the  program,  we  corttinue  to  employ  15  employees  and 
remain  a  aignificant  taxpayer  In  our  community 


POC.  INC 
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April  6,  1995 

THE  HONORABLE  JOEL  HEFLY 

2442  RAIKBURN  HOUSE  OFFICE  BUILDING 

WASHINGTON,  D.C.   20515 

DEAR  MR.  HEFLY, 

Bill  Torrez  &  Associates,  LTD  is  a  full  service  insurance  agency 
that  specializes  in  Contractors,  and  Construction  Bonds. 

I  am  writing  to  you  in  reference  to  the  SBA,  &  SBG  program  that  are 
currently  in  place.  It  has  come  to  my  attention  that  these 
programs  are  under  review;  along  with  all  other  small  business 
services  provided  by  the  Federal  Government. 

As  the  three  term  President  :  of  the  Hispanic  Contractors 
Association,  and  past  Vice  President  of  the  Hispanic  Chamber  of 
Commerce,  along  with  a  membership  in  the  National  Association  of 
Minority  Contractors,  I  have  some  serious  concerns  at  the  thought 
of  these  programs  being  affected. 

Although  I  realize  the  general  consensus  of  today  is  to  stop  any 
and  all  of  the  programs  that  are  unnecessary,  these  should  not  even 
be  in  consideration. 

The  current  SBA  program  is  the  onlv  way  for  small  business  to  ever 
get  started,  iand  the  SBG  program  is  the  only  way  they  would  ever 
qualify  for  a  bond.  This  program  is  crucial  to  the  minority 
community  as  a  whole,  and  it's  demise  would  strike  a  grievous  blow 
to  the  small  minority  business  community.  . 

Please  know  we  are  looking  to  you  for  your  counsel  in  helping  us  to 
keep  these  programs  alive  and  well  for  the  future  generation  of 
small  minority  business  concerns. 

If  we  can  be  of  any  assistance  to  you  please  feel  free  to  call  on 
us  to  lend  you  our  support,  in  any  way  possible. 

sincerely. 
Bill  Torrez 


i^ 
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Siboon  Mountain  Communications  Consultants  Inc 
403  South  T^on  Street 
Colorado  Springs,  CO  80903 
(719)  578-1336 
Telefax:  (719)  678-6138 


April  7,  1995 

SENT  VIA  TELEFAX  TO  (202)  226-0622  an<l  US  Mails 

The  Honorable  Scott  Mclnnis 

327  N.  7th  Street 

Grand  Junction,  CO  81501 

SUPPORT  FOR  SBG  PROGRAM 

Dear  Repreeentatrve  Mclnnis: 

We  are  a  growing  small  business,  building  telecommunication  lines  Even 
though  our  administrative  office  is  in  Colorado  Springs,  most  of  our  employees  are  in 
your  district  in  Western  Colorado.  Our  main  office  is  in  Montrose.  We  do  most  of  the 
US  West  maintenance  work  in  Aspen,  Glenwood  Springs,  Grand  Junction,  Montrose 
and  Tellunde.  with  crews  in  all  of  those  areas.  We  have  gone  from  a  dozen  employees 
three  years  ago,  to  150  in  1994. 

Much  of  our  wort<  has  to  be  bended  Due  to  our  growth,  the  only  bonds  that  we 
can  get  are  those  issued  under  the  Small  Business  Administration's  Surety  Bond 
Guarantee  Program  (SBG  Program). 

The  SBG  Program  is  a  very  successful  partnership  between  the  federal 
government  and  the  private  sector.  The  SBG  Program  was  established  in  1971  to 
assist  small  construction  fimis  that  are  either  undercapitalized;  marginally  qualified  or 
too  inexperienced  to  obtain  surety  bonds. 

The  SBG  Program  enables  small,  emerging  business  concerns  like  us  to 
participate  in  the  construction  industry  because  the  SBG  provides  partial  guarantees  to 
sureties  who  issue  bid,  performance  and  payment  bonds  for  these  businesses  The 
bonds  are  issued  by  the  private  sector  surety  companies,  whose  liability  is  limited  to  he 
amount  not  guaranteed  by  the  SBA/SBG 

We  have  taken  over  $10  million  in  bonds  and  Qe:^fii:had  a  claim  We  pay  a  2  5% 
premium  on  these,  bonds,  rather  than  a  .6-7%  we  would  pay  in  standard  rates  But 
due  to  our  relative  newness,  the  only  bonds  we  can  get  are  those  issued  under  the  SBG 
program.   If  this  program  is  canceled,  it  may  put  us  out  of  business  (in  addition  to  other 
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growing  construction  companies),  and  only  allow  the  larger  more  established  companies 
to  exist.  The  bottom  line  in  our  case  is  that  Silicon  Mountain  has  not  cost  the 
government  a  penny  on  this  program  (in  fact,  the  government  has  made  money  on  our 
fees)  and  if  the  program  is  canceled,  it  will  be  a  tremendous  blow  to  small  business 

In  light  of  this,  we  urge  you  to  vote  to  continue  Htc  SBG  Program. 


BLS/pks 


cc.        The  Honorable  Donald  Manzullo,  Chair 

Subcomm.  on  Procurement.  Exports  &  Small  Bus.  Opps 
B363C  Raybum  House  Office  Building 
Washington,  DC  20515 
FAX:  (202)  225-8950  and  US  Mail 

The  Honorable  Jan  Meyers,  Chair. 
Committee  on  Small  Business 
2361  Raybum  House  Office  Building 
Washington,  DC  20515-6315 
FAX:  (202  225-3587  and  U.S.  Mail 
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NADINE  EASTER.  President 
ELECTRICAL  CONSTRUCTION  wbe 

1105  N.  Second.  Clinton.  Missouri  64735 816-88S-52S3  Fax  816-885-29S 


April    7,    1995 

The    Honorable 

James    fl.    Talent 

1022    Longworth 

Waehinqton,    DC    20515-3-2502 


Dear    Congressfli^n 


It    i«    my    understanding    that    the    Subcommittee    on    Procurement,    Exports 
».TMi    Small    Bu«ipeBB    Opportunities    is    currently    reviewing    the    Surety 
Bond   Guararitee    program    as    administered    by    the    Small    Business 
Administration.      I    am    writing    on    behalf    of    my    company,    incluamg 
three    employees    to    offer    support    for    the    SMALL    BUSINESS 
ADMINISTRATIONS    SURETY    BOND    GUARANTEE    PROGHAm.       This    program, 
partnership   betneen    the    federal    government    and    the   private    sector. 

It    is    because    of    this   program    thai    I,    a    small    businesswoman    engaged 
in    the    construction    industry,    was    able    to    bid   on    STPn-29i-1(4i) 
JACKSON   COUNTY   RTE    291,    and   was    Competitive   enough    to   be    awarded    th( 
contract.       This    project    employed    4-10   people    in   Lea  s    Summit,    MO. 
working    for    the    Missouri    Highway    Transportation    Dept. 

It    IS    important    to    note    that    the    5BG    program    is    instrumental    In    our 
ability    to    operate    as    a    small    woman    owned   company,      without    the 
availability    of    this    program    we    would    not    have    been    in    a    position    to 
bid    on    the    above    project,    Jet    alone    win    the    opportunity    to    produce 
the   project.      As    a    result   of    the   program,    we    continue    to    employ    *our 
people    throughout    the    y^^r    and   remain    a    significant    taxpayer    in    our 
community. 

Sincerely, 


^^^C^^ 


Nadine    Easter 

President 

Pole-Line   Electrical   Const.   Co. 


y 


PO  IJox?l9 

Qrover,  MO  63040-0219 

(314)391-9144 

Fax  (314)  391-9770 
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PRO  ALARM  CO.,  INC^ 

April    7,    1995 


The  Honorable  James  M.  Talent 
1022  Longworth 
WdShinqton,  DC  205lb-2602 


D«Ar  Mr.  Talent; 

It  is  my  understanding  that  the  Subcommittee  on  Procurement, 
txports  &  Small  Business  Opportunities  is  currently  reviewing 
the  Surety  Bond  Agreement  pioyram  as  administered  by  the  Small 
Business  Administration.   I  am  writing  on  behalf  of  my  company, 
including  four  employees  to  offer  support  for  theSraall  Business 
Administrations  Surety  Bond  Guarantee  Program.   This  program, 
particularly  the  Prior  Approval  Program,  is  a  very  successful 
partnership  between  the  Federal  Government  and  the  private  sec- 
tor. 

It  is  because  of  this  program  that  I,  a  small  businessman  engaged 
in  the  construction  industry,  was  able  to  bid  on  The  Missouri 
School  for  the  Blind  and  was  competitive  enough  to  be  awarded 
the  contract.   This  project  will  employ  approximately  thirty 
people  at  the  jobaite- 

Without  the  SBG  program,  we  would  not  have  been  in  a  position 
to  provide  the  Missouri  School  for  the  Blind  with  tax  revenues 
resulting  from  employing  local  labor.   Additionally,  the  com- 
petitive process  through  which  we  wore  awarded  the  contract  was 
able  to  save  The  Missouri  School  for  the  Blind  dollars  as  they 
did  noL  have  to  hire  more  expensive  contractors. 

It  is  important  to  note  that  the  SBG  Program  is  instrumental 
in  our  ability  to  operate  as  a  company.   Without  the  availab- 
ility of  this  program,  we  would  not  have  been  in  a  position  to 
bis  on  the  above  project  let  alone  with  the  opportunity  to 
produce  the  product.   As  a  result  of  the  program,  we  continue 
to  employ  four  people  throughout  the  year  and  remain  a  sig- 
nificant taxpayer  in  our  community. 


Sincerely;  /^ 

Uavid  F.  Riddle 
President 
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^.  O.BOX  ni«3a7     KANSAS  CITY,    MISSOURI    S^ISa  •  ©16  •  7*1-8393 


Dear    ^^/Ifl/SSf^-rv     Mll^Zull-0>    : 

It  is  my  ondenundiag  thu  the  wAoonnnittrf!  on  Procuwmeoi.  Expom  A  Small  Bwrinca  Oppommitici  to 
cuTTtmly  teviewin^  the  Soiety  Bond  Ouanurtce  program  m  Xhnlrriitwedby  the  SnaO  BiaineM 
Administnuion.  ItmwritiogoBbehalfitfniyconipiiiy.wUchiswomia-owttediaaab^aett 
empIo)ing  u  kastlO  people,  to  ofo  ftippon  for  the  SMAU.  BUSINESS  AOMI>nSTRAT^ 
SURETY  BOND  GUARANTEE  FROCaiAM.  This  prognm.  pviicalirfy  the  Prior  Approvtl  Program,  ii 
a  very  wooeicfbl  partnetthip  bet««eo  the  &(knd  govenuneai  aad  the  prtvitc  sector. 

tt  if  becane  of  this  prognun  diat  I .  a  woman^owner  of  a  imaU  biwoeca  eagagacl  in  the  ooQftructloa 
iDdiistiy,wMabtetobklootheMiaoeilaacoasCoiKrettRe|aifipr(9octatFortU>vemM(^  199}, 

and  was  competitive  eaongh  to  be  awarded  the  oomiact  This  prqiea  aa^)ioy«d  from  5  to  10  people  at 
vaiious  times  thronghoot  the  jfcar  ia  Fort  Leaveowoith,  KS. 

Without  the  SBG  pn^fram,  we  iiiiokl  Bot  have  bees  is  a  poaitkm  m  provide  Fait  Leavtmworth  with  tax 
icveaoesresahiiigftom  employing  local  labor.  AdditionaUy,  the  oon^ietitiye  pfooesa  throagh  which  we 
wtre  awarded  the  ooatract  was  able  to  save  the  Federal  Ooverveniem  money  as  they  did  not  hav«  to  hire 
larger,  mote  e^yeasivecomractors.  Much  of  omwwk  is  ftg  the  fedendgowrameat,  so  magyfPvenuBctt 
projcM  that  wt  havcooBStructcdhavereoe^vedtbebeoeitiof  our  ability  to  bid  apdpoifiMm  projects  at  a 
lower  cost  than  many  larger  coimracton  with  Ugh  overhead  stntctnies  or  costly  labor  agreemeats. 

h  is  iffl|«tam  to  note  dm  die  SBO  program  ia  instrumeatal  in  oar  ability  to  opcme  as  a  oompasy. 
VTithout  the  availability  of  this  propam  we  wmtld  act  have  been  ia  a  portion  to  hid  on  ttiB  Aovt  prcijecl. 
let  alone  win  the  offiortmiiQr  to  produce  the  pngecL  As  a  lasolt  of  the  prognaa,  we  cooiinK  to  employ  at 
least  10  people  >a  a  highly  compensated  iadastiytfaroa^toMt  the  ygg  aid  rcBMua  a  signifkamta?q3^ 
our  oonummity. 

Please  consider  the  benefits  of  this  prognun  to  the  small  business  owner,  the  coostnctioa  tndostry  and  the 
long  run  savings  to  the  govenmem  in  die  form  of  money  saved  on  construction  projects,  and  receipt  of 
taxes  from  these  firms  and  the  people  employed  by  them.  Help  us  keep  the  program  iatact,  withoot 

additional  costt,  when  you  vote. 

I 

I 

Yours  very  truly.  / 


'J.  C^emaa 
Ptesidem 
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SURETY  ASSOCIATES,  INC. 

42  j6  LindeU  Boultvwd  mail  to 

St.  Uouil,  MilKJuri  6310fi  P08T  OFFICE  BOX  233-4 

3U-$34-5545  *"^-  '■*^^'>'  missojbi  «3is 


fipril  7,  1995 

The  Honorable  Donald  Manzullp,  Chair 
Subcomml  tt#«  on  ProcurBmant ,  £)<port«  and 
Small  Business  Opportunit  las 
B3&C  Rayburn  Houss  Office  Building 
Mashington,  DC  SeSlS 

Dear  Congressman  Hanzulloi 

It  is  my  understanding  th^t  the  SubeowMlttee  or  Procurement, 
Exports  &  Small  Business  Opportunities  is  currently  ravleMlng  the 
Surety  Bond  Guarantee  Program  as  administrated  by  the  Small 
Business  Administration.  I  am  writing  on  behalf  of  my  company,  a 
small  surety  brokerage  firm.  This  program  has  helped  us  to  secure 
surety  credit  for  small  anc(  minority  contractors  that  standard 
surety  markets  would  not  w>  ite.  Some  substandard  markets  will 
consider  some  of  these  accounts  but  at  a  high  premium  and  with  a 
cash  security  for  collateral. 

Having  access  to  this  program  has  helped  me  secure  bid  and  pay- 
ment and  performance  bonds  for  contractors  at  a  competitive  rate 
of  Z.  ^%  to  S. SK  rather  than  the  AX  or  Z%  that  substandard  markets 
charge.  I  was  able  with  the  assistance  of  the  SBA  to  secure  over 
75  performance  and  payment  bonds  on  over  five  million  dollars  of 
bonded  work  during  the  1995  calendar  year. 

It  is  important  to  note  that  the  SBQ  program  is  instrumental  in 
our  ability  to  serve  these  contractors  to  help  them  operate  in  a 
very  competitive  business  environment.  Without  this  program  we 
would  have  not  been  able  tio  provide  surety  credit  for  those 
contractors.  As  a  result  of  this  program,  our  contractors  have 
continued  in  business  prov.,ding  employment  for  over  S5®  workers 
throughout  the  year  and  rlemaln  significant  tanpayers  in  our 
communlt les. 

This  program  is  very  needful  and  is  a  very  successful  partnership 
between  the  federal  government  and  the  private  sector. 

»»r>cerely, 

Donald    L.     Uascba 
Associate   Vice    President 
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KENNEY-HALL 
construction  co. 


7  April    1995 

The  Honorable  Donald  Manzullo,  Chair 
Subcommittee  on  Procurement, 
Exports  &  Small  Business  Opportunities 
B36C  Rayburn  House  Office  Building 
Washington,  DC  20515 

Dear  Mr.  Chairman: 

It  is  my  understanding  that  the  Subcommittee  on  Procurement,  Exports 
&  Small  Business  Opportunities  is  currently  reviewing  the  Surety 
Bond  Guarantee  program  as  administered  by  the  Small  Business 
Administration.   I  am  writing  on  behalf  of  my  company,  including 

8  employees,  to  offer  support  for  the  SMALL  BUSINESS  ADMINISTRATION'S 
SURETY  BOND  GUARANTEE  PROGRAM.   This  program,  particularly  the  Prior 
Approval  Program,  is  a  very  successful  partnership  between  the 
federal  government  and  the  private  sector. 

It  is  because  of  this  program  that  I,  a  small  businessman  engaged 
in  the  construction  industry,  was  able  to  bid  on  all  of  my  jobs 
for  the  past  2  years,  and  was  competitive  enough  to  be  awarded  the 
contracts.   These  projects  employed  from  seven  to  fifteen  workers 
in  the  state  of  Missouri. 

Without  the  SBG  program,  we  would  not  have  been  in  a  position  to 
provide  various  areas  in  Missouri  with  tax  revenues  resulting  from 
employing  local  labor.   Additionally,  the  competitive  process  through 
which  we  were  awarded  the  contract  was  able  to  save  Missouri  dollars 
as  they  did  not  have  to  hire  more  expensive  contractors. 

It  is  important  to  note  that  the  SBG  program  is  instrumental  in 
our  ability  to  operate  as  a  company.   Without  the  availability  of 
this  program,  we  would  not  have  been  in  a  position  to  bid  on  the 
above  projects,  let  alone  with  the  opportunity  to  produce  the 
projects.   As  a  result  of  the  program,  we  continue  to  employ  eight 
people  throughout  the  year  and  remain  a  significant  taxpayer  in 
our  community. 

Sincerely, 

KENNEY-HALL  CONSTRUCTION  COMPANY 

Dan  E.  Kenney,  President 

R  O.  Box  119.  Bolivar.  MO  65613,  (417)  326-3432 
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LANAK  &  HANNA,  P.C. 

AtUmieys  at  Law 


18S1  E.  FInt  Street  •  Suite  1010 

Francis  J.  Lanak  Sanu  Ana,  California  97705-4017 

,=:=  TtUphont:  (714)  550-041S 

Telecopier:  (714)  550-7603 


File  No.:      3886 


BY  FACSIMILE  TRANSMISSION 
(202)  225-8950 


April  5,  1995 


Th«  Honorable  Donald  Manzullo,  Chair 

Subcommittee  on  Procurement,  Exports  &  Business  Opportunities 

B3  63C  Rayburn  House  Office  Building 

Washington,  DC  20515 

Dear  Congressman  Manzullo: 

I  am  writing  on  behalf  of  my  company,  LanaJc  &  Hanna,  P.C,  in 
support  of  the  Surety  Bond  Guarantee  Program  (SBG)  as  administered 
by  the  Small  Business  Administration.  The  SBG  Program  is  a  very 
successful  partnership  between  the  federal  government  and  the 
private  sector.  The  SBG  Program  was  established  in  1971  to  assist 
small  construction  firms  that  are  either  undercapitalised, 
marginally  qualified  or  too  inexperienced  to  obtain  surety  bonds 
through  a  conventional  market. 

The  SBG  Program  enables  small,  emerging  and  minority-owned  business 
concerns  to  participate  in  the  construction  industry  because  the 
SBA  provides  partial  guarantees  to  sureties  who  issue  bid, 
performance  and  payment  bonds  for  these  businesses.  The  bonds  are 
issued  by  the  private  sector  surety  companies,  whose  liability  is 
limited  to  the  amount  not  guaranteed  by  the  SBA.  We  have  been 
involved  with  the  SBA  Program  and  can  testify  to  the  success  of 
this  partnership.  In  fact,  we  can  identify  contractors  who 
obtained  their  first  bond  through  the  SBG  and  are  very  successful 
today. 
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The  SBG  Program  has  been  instrumental  In  providing  thousands  of 
jobs  in  the  construction  industry.  It  provides  an  opportunity  for 
unskilled  labor  or  displaced  labor  to  participate  in  the 
construction  trades  and  eventually  develop  businesses  of  their  own. 
It  also  fills  the  role  of  being  a  dependable  vehicle  to  thousands 
of  small,  emerging  and  minority  contractors  in  securing  necessary 
bonding  at  reasonable  rates,  it  also  provides  the  added  benefit  of 
enhancing  competition,  thereby  providing  localities  with  the  lowest 
possible  construction  contracts. 

It  is  important  to  bear  in  mind  that  the  SBG  Program  is  based  on 
guarantees,  not  loans.  Congress  has  authorized  guarantee  funds  for 
SBG  in  the  amount  of  $1.8  billion  annually.  SBG  is  administered  by 
less  than  fifty  people  nationally  and  the  SBA  collects  fees  from 
both  the  contractor  and  the  surety  for  its  involvement  in  the 
guarantee.  If  the  fees  charged  to  contractors  were  raised,  even 
minimally,  it  is  likely  that  many  of  the  contractors  who  currently 
qualify  for  participation  would  be  excluded.  Additionally,  if  the 
fees  to  the  private  sector  surety  were  increased,  it  is  also  likely 
that  many  companies  would  no  longer  participate  in  the  program, 
thereby  excluding  contractors  from  an  opportunity  to  compete. 

Secondly,  in  excess  of  95%  of  all  bonds  guaranteed  by  the  SBG 
Program  arc  successfully  completed  with  all  bills  paid  (eJssolutely 
no  liability  to  either  SBA  or  surety) .  so  even  though  the 
authorized  funds  are  at  the  $1.8  billion  level,  the  actual  cost  to 
administer  the  program  and  pay  losses  associated  with  the  SBA  runs 
less  than  $6  million  per  year.  Providing  an  opportunity  for  small, 
emerging  and  minority-owned  businesses  to  procure  $1.8  billion  in 
contracts  per  year  at  a  cost  to  the  government  of  less  than  $6 
million  is  a  tremendous  bang  for  the  buck!  This  doesn't  even 
factor  in  savings  because  of  the  difference  between  the  low  bid  and 
other  bids. 

Thirdly,  the  SBG  Program  provides  countless  construction  jobs,  the 
creation  of  many  new  construction  businesses,  mentoring 
opportunities  for  unskilled  or  displaced  workers,  and  it  creates 
additional  bid  competition  on  federally  funded  projects.  The  tax 
revenue  generated  from  these  new  businesses  and  jobs  along  with  the 
procurement  savings,  results  in  either  a  minimal  net  cost  to  the 
federal  government  or  an  actual  savings. 

Thank  you  for  your  efforts  in  identifying  ways  to  make  the  federal 
government  more  efficient.  We  are  strongly  in  favor  of  maintaining 
the  SBG  Program  as  currently  administered  by  the  SBA.  This  is  a 
truly  unique  federal  government  program  that  doesn't  cost  the 
American  taxpayer  anything  and  at  the  same  time  benefits  those 
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intended  to  benefit:  small,  emerging  and  minor ity-owned  businesses. 

If  we  can  be  of  assistance  to  the  committee,  please  feel  free  to 
contact  me. 


Very  truly  yours. 


FRANCIS  J.  LANAK 

Attorney  at  Law  of  the  Firm 

FJL:kb 


BobCirons 
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E-M-ULLY  Jim  King 


I  Mohono'  A|te«-«i^(M  W  ^•^  lo*'  ^ad«K«rt 


April    6,     1995 


The  Honorable  Doug  Bereut«r 
1045  K  Street 
Lincoln,  NE   68501 

Dear  Congressman  Bereuter: 

Xfl  an  ind«p«ndent  surety  agent  recognized  as  a  specialist  in  providing 
surety  bonds  to  construction  contractors,  I  am  writing  to  express  ay 
support  for  the  continued  authorization  of  the  SMALX  BUSINESS 
ADMINISTRATION'S  SURETY  BOND  GUARANTEE  PROGRAM  (SBG  Prograjn) . 

The  SBG  Program  is  a  vary  successful  partnership  between  the  federal 
governnent  and  the  private  sector.  The  Progran  was  established  in  1971 
to  assist  small  construction  firms  that  are  either  undercapitalized, 
marginally  qualified  or  too  inexi>erienced  to  obtain  surety  bonds. 

The  Program  is  supported  by  surety  bonding  companies  who  receive 
guarantees  on  bid,  performance  and  payment  bonds.  The  bonds  are 
actually  issued  by  the  surety  company,  whole  liability  is  then  limited 
to  the  amount  not  guaranteed  by  the  SBA. 

The  SBG  Program  is  instrumental  in  providing  thousands  of  jobs  in  the 
construction  industry.  It  also  fills  the  role  of  being  a  dependable 
vehicle  to  thousands  of  small  and  emerging  contractors  in  securing 
necessary  bonding  at  reasonable  rates. 

Two  aspects  about  the  SBG  program  are  important  to  remember: 
>Pir8t,  the  SBO  Program  is  based  on  guarantees,  MOT  loans.  It  is 
conducted  mostly,  by  the  private  sector  with  government  participation 
limited  to  a  relatively  small  staff.  Although  there  is  a  budget 
authority  of  $1.8  billion/annually,  in  guarantee  funds,  the  cost  of  this 
program  for  the  federal  government  is  under  $6  million  annually. 

The  SBG  Program  provides  the  opportunity  to  start  a  new  business  and 
this  also  creates  additional  bid  competition  on  federally  funded 
projects.  The  tax  revenue  generated  from  new  businesses  «md  the  newly 
created  jobs  along  with  the  construction  savings,  from  increased 
competition,  result  in  a  minimal  net  cost  to  the  federal  government. 

We  understand  that  one  proposal  is  to  increase  the  contractor's 
guarantee  fee  from  $6/1,000  of  contract  to  $8/1,000  and  the  surety's  fee 
from  20%  of  the  premium  to  25%. 

It  was  also  mentioned  that  these  would  be  "SLIGHT  INCREASE".  The  cost 
to  the  contractor  and  surety  have  been  analyzed  and  carefully  factored 
into  the  system  over  the  past  24  years. 

Now  the  contractor  would  realize  a  33%  increase  in  cost  and  the  surety  a 
jump  of  25%. 
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This  IS  eignificant  and  would  work  as  a  deterrent  to  the  program  and 
thin  it  of  the  snail  contractors.   The  additional  cost  to  the  surety 
and  agent  would  certainly  reduce  their  economic  justification  in  further- 
participation. 

This  would  not  benefit  the  small  contractor  or  the  taxpayer.  As  a 
result  of  lost  jobs,  revenues  from  business  taxes  and  reduced 
competition  which  holds  down  costs  to  the  government,  eventually 
everyone  would  be  adversely  affected. 

We  appreciate  your  efforts  in  identifying  ways  to  maXe  the  federal 
government  more  efficient.  We  are  strongly  in  favor,  however  of 
maintaining  the  SBG  Progreua  as  administered  by  the  SBA.  ' 

Best  Regards, 

SURETY  BONDS,  INC. 


JaMs  M.  King 

cc  Donald  Manzullo,  Subcommitee  on  Procurement,  Exports  &  Business  0pp. 
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INSl  HWCi: 


Apnl  3.  1995 

Honorable  Donald  Manzulio,  Ouir 

Subcommittee  on  Procurement,  Exports  &  Business  Opportunities 

B363C  Raybuni  House  Office  Building 

Dear  Congressman  Manzulio: 

I  am  wntmg  on  behalf  uf  TIG  Insurance  Company,  in  support  of  the  Surely  Bond  Guarantee  Prttgram  (SBG)  as  administered 
by  the  Small  Business  Administration.  The  SBG  Program  is  a  very  successful  partnership  between  the  federal  government  and  the 
private  sector.  The  SBG  Program  was  established  m  1971  to  a&sisl  small  construction  firms  that  are  either  undercapitalized, 
marginally  qualified  or  too  inexperienced  to  obtain  surety  bonds  through  a  conventional  market. 

The  SBG  Program  enables  these  businesses  to  pirticipcle  m  the  corstruction  industry  because  of  the  SBA's  partial  guarantees  to 
sureties  who  issue  bid,  performance  and  payment  bonds  for  these  businesses.  We  have  been  involved  with  the  SBG  program  since 
1984  and  have  given  testimony  before  the  House  Committee  on  Snull  Business  on  the  success  of  the  program.  Further,  we  have 
reported  to  the  SBA/OIG  on  contractors  who  are  very  successful  today  as  a  result  of  obtaining  bonds  through  the  SBG  Program  in 
their  early  years. 

The  SBG  Program  has  been  instrumental  in  providing  thou.sands  of  jobs  in  the  construction  industry.  It  provides  an  opportunity  for 
unskjlied  labor  or  displaced  labor  to  participate  m  the  construction  trades  and  eventually  develop  businesses  of  their  own.  It  also  fills 
the  role  of  being  a  dependable  vehicle  to  thousands  of  small,  emerging  and  minority  contractors  in  securing  necessary  bonding  at 
reasonable  rates.  It  also  provides  the  Sjdded  benefit  of  enhancing  competition,  thereby  providing  locahties  with  the  lowest  possible 
construction  contracts. 

It  IS  important  to  bear  in  mind  that  the  SBG  Program  is  based  on  guarantees,  not  loans.  Congress  has  authorized  guarantee  funds 
for  the  SBG  in  the  amount  of  $1.8  billion  sjmually.  SBG  is  administered  by  less  than  fifty  people  nationally  and  the  SBA  collects 
fees  from  both  the  contractor  and  the  surety  for  its  involvement  in  the  guarantee.  Jf  the  fees  charged  to  contraaon  were  raised  even 
minimally,  it  is  likely  thai  many  of  the  conlraaors  who  currently  qualify  for  participcuion  would  be  excluded.  Additionally ,  if  the  fees 
to  the  private  sector  surety  were  increased,  it  is  also  likely  that  many  companies  would  no  longer  participate  in  the  program,  thereby 
excluding  contraao'-s  from  an  opportunity  to  compete. 

Secondly,  in  excess  of  95  %  of  all  bonds  guaranteed  by  the  SBG  Program  are  successfully  completed  with  all  bills  paid  (absolutely 
no  liability  to  either  the  SBA  or  the  Surety).  So  even  though  the  authorized  funds  are  at  the  $1.8  billion  level,  the  actual  cost  to 
administer  the  program  and  pay  losses  associated  with  the  SBA  runs  less  than  $6  million  per  year.  Providing  an  opportunity  for 
small,  emerging  and  minority-owned  businesses  to  procure  $1.8  billion  in  contracts  per  year  at  a  cost  to  the  govemmeot  of  less  than 
$6  million  is  a  tremendous  bang  for  the  buck.  This  doesn't  even  factor  in  savings  in  the  difference  between  the  successful  low  bidder 
and  the  second  bidder. 

Thirdly,  the  SBG  Program  provides  countless  construction  jobs,  the  creation  of  many  new  construction  businesses,  mentoring 
opportunities  for  unskilled  or  displaced  workers,  and  it  creates  additional  bid  competition  on  federally  funded  projects.  The  tax 
revenue  generated  from  these  new  businesses  and  jobs  along  with  the  procurement  savmgs  results  in  either  a  minimal  net  cost  the 
federal  government  or  an  actual  savings. 

Thank  you  for  your  efforts  in  identifying  ways  to  make  the  federal  government  nwre  efficient.  We  are  strongly  in  favor  of 
mamtaining  the  SBG  Program  as  currently  admmistered  by  the  SBA.  This  is  truly  a  unique  federal  government  program  whose 
benefits  far  outweigh  its  costs,    if  we  can  be  of  assistance  to  the  comtrattee,  please  feel  free  to  contact  me. 

Sincerely, 

TIG  PREMIER  INSUR.ANCE  COMPANY 


/O'U:^  LA,    /?6/>i^^^t^ 


Marti  A.  Komlodi.  CPCU,  .^if  SB 


III.  I'lllMlt.H  IN^I  II  VM  \  (  (1M|-\N> 

Til  wis  I  Mil  inc.  \\  KM  Ml    in  ni  I   I  III  I  K    ^ll  !■■ 


JOHN  J.  UFALCE,  New  Vobic 
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CongrcBB  of  the  Bnital  Starts 

ftoufic  of  KtpraentatiOES 

)(Htti  Congras 

CommittEe  on  ^mall  jBusincss 

2541  Kagboni  ftoost  ©ffia  Buildinfi 

Wasltinfitini,  B£  m^i-tw 

April  13,  1995 


The  Honorable  Philip  Lader 

Administrator 

Small  Business  Administration 

409  Third  Street,  S.W. 

Washington,  D.C.   20416 

Dear  Mr.  Lader: 

Thank  you  for  sending  up  Ms.  Dorothy  Kleeschulte  last  week  at 
such  short  notice  to  testify  on  the  issue  of  surety  bonds 
Please  extend  my  thanks  to  her  and  your  staff  for  putting  so  much 
hard  work  into  this  hearing. 

As  a  follow-up  to  the  hearing,  I  would  like  to  ask  the  following 
questions  that  will  be  submitted  into  the  record. 

1)   Last  year,  Congress  passed  the  Federal  Acquisition 
Streamlining  Act  (FASA) ,  raising  the  bonding  requirements  of  the 
Miller  Act  for  contracts  from  $25,000  to  $100,000.   It  is  my 
understanding  that  regulations  will  implement  this  new  threshold 
by  October.   According  to  the  written  statement  submitted  by  Ms 
Kleeschulte,  55  percent  of  the  surety  bond  guarantees  issues  by 
the  Small  Business  Administration  (SEA)  are  for  contracts  under 

a)  What  percentage  of  your  overall  program  will  be  affected 
by  this  threshold  increase? 

b)  Could  you  elaborate  on  the  Administration's 
justification  for  an  increase  in  the  budget  for  the  Office  of 
Surety  Guarantees,  from  $5,369  million  in  1995  to  $5.53  million 
in  1996,  given  this  apparent  reduction  in  program  demand'' 
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2)  Since  1988,  there  has  been  a  steady  reduction  in  the  amounts 
appropriated  for  the  Office  of  Surety  Guarantees. 

a)  Please  elaborate  on  the  management  and  other  actions 
that  have  moved  the  program  towards  self-sufficiency. 

b)  Does  the  SBA  have  a  plan  to  make  the  program  self- 
sufficient  in  the  near  future?   If  so,  please  outline  it  for  the 
Subcommittee . 

3)  In  testimony  submitted  by  the  American  Subcontractors 
Association,  Ms.  Denise  Norberg  suggested  that  there  may  be  other 
alternatives  to  surety  bonds  such  as  letters  of  credit  and  making 
greater  use  of  existing  statutory  authority  for  the  waiver  of 
surety  bonds. 

a)  Please  inform  the  Subcommittee  regarding  the  status  of 
the  changes  to  the  government-wide  Federal  Acquisition 
regulations  making  possible  the  use  of  letters  of  credit? 

b)  Please  inform  the  Subcommittee  of  statutory  authority  to 
waive  surety  bonds  in  Fiscal  Years  1992  through  1994. 

c)  What  is  the  SBA's  opinion  on  the  merits  or  pitfalls  of 
these  alternatives? 

4)  Do  you  have  any  economic  models  or  projections  on  the  impact 
of  the  Administration's  proposal  to  increase  the  fees  on  this 
program  on  the  availability  of  surety  bonds  to  small  businesses? 

a)  In  testimony  submitted  by  the  National  Association  of 
Surety  Bond  Producers,  Mr.  John  Curt in  seemed  to  imply  that  fee 
increases  of  the  magnitude  being  proposed  by  the  Administration 
would  make  the  bids  of  contractors  using  SBA-guaranteed  bonds 
substantially  more  non-competitive.   How  would  you  respond  to 
this?   Please  elaborate. 

b)  Will  the  increase  in  the  fees  so  diminish  the  program's 
appeal  so  as  to  question  the  continued  viability  of  the  Surety 
Bond  Guarantee  Program? 

5)  The  Subcommittee  would  like  to  receive  a  clearer  picture  of 
the  number  (volume)  and  dollar  value  of  claims  upon  SBA 
guaranteed  surety  bonds  and  the  subsequent  recovery  of  the 
amounts  paid.   To  obtain  a  trend,  this  information  should  be 
presented  over  a  five  year  period,  beginning  with  Fiscal  Year 
1990  through  Fiscal  Year  1994. 
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6)   Since  1988,  SBA  has  been  conducting  a  pilot  Preferred  Surety 
Bond  Guarantee  Program  pursuant  to  statutory  direction.   In 
essence,  the  Preferred  Surety  Bond  Program  gives  a  participating 
surety  a  lower  guarantee  (70  percent  rather  than  up  to  90 
percent)  in  exchange  for  being  able  to  use  its  own  regular 
bonding  underwriting  standards,  and  obtain  the  SBA  guarantee 
without  having  to  seek  prior-approval  from  SBA  on  a  contract-by- 
contract  basis  as  in  the  existing  Surety  Bond  Guarantee  Program 
(now  commonly  referred  to  as  the  Prior-Approval  Program.) 

a)  Do  the  Prior-Approval  Program  and  the  Preferred  Program 
serve  different  purposes?   Are  these  distinct  or  duplicative 
programs? 

b)  Does  SBA  have  any  plans  or  recommendations  for 
consolidating  these  two  programs? 

Than)c  you  for  your  kind  attention  to  my  inquiry.   I  would 
appreciate  a  response  to  these  questions  by  May  4,  1995. 

Best  wishes. 


Donald  A. 

Chairman 

Subcommittee  on  Procurement, 

Exports,  and  Business 

Opportunities 
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U.S.  Small  business  administration 

Washington,  D.C.    20416 


Honorable  Donald  Manzullo 

Chairman 

Subcommittee  on  Procurement, 

Exports  and  Business  Opportunities 
Committee  on  Small  Business 
U.S.  House  of  Representatives 
Washington,  DC   20515 

Dear  Mr.  Chairman: 

Please  find  enclosed  answers  to  the  questions  you  sent  to 
Administrator  Lader  as  a  follow-up  to  your  hearing  on  SBA's  Surety 
Bond  Guarantee  Program  on  April  5,  1995. 

I  hope  you  find  these  answers  beneficial  to  the  Subcommittee's 
inquiry.  SBA  appreciates  the  opportunity  you  have  provided  to 
discuss  the  importance  of  this  program  to  the  nation's  small 
business  community. 

Sincerely, 


M.  Kris  Swedin 

Assistant  Administrator 
for  Congressional  and 
Legislative  Affairs 
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ANSWERS  TO  QUESTIONS  SUBMirTED  FOR  THE  RECORD 

HEARING  ON  SBA's  SURETY  BOND  GUARANTEE  (SBG)  PROGRAM 

APRIL  5,  1995 


1(a)      While  it  is  true  that  approximately  55  percent  of  all  final  guaranteed  bonds  were  below 
$100,000,  we  anticipate  that  the  threshold  increase  of  the  Miller  Act  to  $100,000  will 
have  only  a  minimal  impact  on  overall  program  activity.    According  to  program 
statistics,  in  Fiscal  Year  1994,  only  16  percent  of  the  final  guarant^  contract  dollars 
were  for  contracts  below  $100,000. 

During  the  same  fiscal  year,  most  SBA  guaranteed  bonds  of  $100,000  or  less  were  for 
contracts  that  were  awarded  by  other  than  the  Federal  government.    Only  7.2  percent 
of  the  total  number  of  final  bonds  written  were  for  Federal  projects  under  $100,000. 

Most  states  appear  to  be  decreasing  their  "Little  Miller  Act"  thresholds.    Currently, 
only  6  states  have  $100,000  thresholds,  one  state  has  a  $60,000  threshold  and  the 
remaining  states  have  thresholds  of  $50,000  or  less.   Eight  states,  as  well  as  Puerto 
Rico,  have  a  zero  threshold.    Additionally,  local  governments  and  municipalities  and 
private  entities  also  require  bonds. 

1(b)  The  $5.53  million  appropriation  originally  requested  for  Fiscal  Year  1996  was  based 
upon  historical  data.  This  appropriation  request  has  been  amended  to  $2.53  million 
due  to  SBG's  reinvention  plan. 

2(a)      In  recent  years,  the  efficiency  and  effectiveness  of  the  SBG  Program  have  been 

strengthened  considerably.   In  1990,  a  management  change  established,  as  head  of  the 
program,  an  individual  well  known  and  respected  in  the  surety  industry  and  with  many 
years  of  field  underwriting  experience.    As  a  result,  underwriting  policies  and 
procedures  have  been  clarified  and  are  now  administered  more  uniformly  than  in  the 
past.    Documentation  requirements  for  claims  are  now  stricter  and  a  Claims  Tracking 
System  has  been  implemented,  resulting  in  a  reduction  of  claims  paid.    An  automated 
Recovery  Tracking  System  has  been  developed  to  ensure  the  maximization  of  recovery 
to  the  Agency.    On-site  reviews  of  participating  sureties  are  conducted  to  monitor 
regulatory  compliance  and  to  control  waste,  fraud  and  abuse  in  the  program.    During 
the  past  two  years,  program  staffing  has  been  reduced  by  24  percent.   Training  in 
suretyship  and  related  areas  has  been  provided  for  personnel. 

2(b)      Yes,  SBA  does  have  a  plan  to  make  the  SBG  Program  more  self-sufficient  in  the 

future.   The  existing  ten  field  offices  would  be  consolidated  into  four  offices,  resulting 
in  a  reduction  of  the  current  field  staff  of  30  to  23.    Savings  in  compensation, 
benefits,  training,  travel  and  indirect  costs  would  substantially  reduce  the  cost  of 
program  operation. 
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Contractor  and  surety  fees  will  be  increased  to  reduce  the  cost  of  the  program  to 
the  taxpayers  and  to  make  the  program  self-funding.    Currently,  SBA  charges  the 
contractor  $6.00  per  thousand  of  the  contract  amount  for  payment  and  performance 
ix)nds.   The  proposed  plan  would  raise  this  fee  to  $8.00  per  thousand.    At  the  present 
time,  the  surety  is  charged  20  percent  of  the  premium  that  it  charges  the  contractor  for 
payment  and  performance  bonds.   This  fee  would  be  increased  to  25  percent.    It  is 
estimated  that  this  increase  in  fees  would  generate  an  additional  income  of  $3  million, 
reducing  the  required  appropriation  by  the  same  amount. 

OSG's  new  prototype  PC  client-server  data  base  system  is  being  developed  and  is 
scheduled  to  be  fully  implemented  by  October  1,  1995.   Service  between  SBA  and  its 
customers  will  be  improved  since  SBA  will  accept  and  edit  data  from  its  surety 
partners  electronically,  eliminating  the  need  for  existing,  cumbersome  paperwork 
processes. 

3(a)  Regulations  providing  for  coverage  against  losses  on  federal  construction  contracts  by 
alternative  methods  such  as  letters  of  credit  are  currently  being  drafted  by  the  Defense 
Acquisition  Regulatory  (DAR)  Council  in  FAR  Case  No.  95-301. 

3(b)      Prior  to  October  1,  1988,  SBA  derived  its  authority  to  waive  the  requirement  for 

surety  bonds  for  socially  and  economically  disadvantaged  firms  from  Section  8(a)  of 
the  Small  Business  Act.    Pursuant  to  Section  301(b)  of  the  Business  Opportunity  and 
Development  Reform  Act  of  1988  (P.L.  100-656),  authority  for  surety  bond  waivers 
was  provided  in  Section  7(j),  subparagraph  (13)(D)  of  the  Small  Business  Act,  as 
amended,  effective  October  1,  1989.   The  expiration  date  of  subparagraph  (D)  was 
changed  from  October  1,  1992  to  October  1,  1994  by  Section  206  of  the  Small 
Business  Reauthorization  and  Amendments  Act  of  1990  (P.L.  101-574). 

3(c)      SBA  believes  it  is  entirely  appropriate  for  the  federal  government  to  explore 

alternative  methods  of  protecting  itself  against  default  by  contractors.    However,  we 
continue  to  believe  that  the  SBA's  Surety  Bond  Guarantee  program  will  continue  to  be 
the  Agency's  primary  vehicle  for  helping  small  contractors  obtain  protection  against 
default  for  the  foreseeable  future. 

4)         Following  is  our  projection  of  the  impact  that  the  proposed  fee  increases  will  have  on 
the  contractors  and  sureties: 

Under  the  proposal,  the  fee  charged  to  contractors  would  increase  from  $6.00  to  $8.(X) 
per  thousand  of  the  contract  amount.  On  a  final  bond  of  $161,251,  which  is  about  the 
Agency  average,  the  fees  paid  to  SBA  by  a  small  contractor  would  increase  from  $968 
to  $1,290,  a  $322  increase. 
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A  private  sector  surety  company  typically  charges  a  contractor  a  bond  premium  of 
2. 15  percent  of  the  bond  amount.   The  SBA  charges  the  surety  a  percentage  of  this 
premium.    Under  the  proposed  fee  increase,  the  SBA  surety  fee  would  increase  from 
20  to  25  percent.    On  a  final  bond  of  $161,251,  SBA's  charge  to  a  surety  would 
increase  from  $694  to  $867,  a  $173  increase. 

4(a)      SBA's  proposed  fee  increases  will  impact  the  bids  of  contractors.    Contractors  using 
SBA-guaranteed  bonds  are  currently  at  a  cost  disadvantage  as  compared  to  those  not 
using  SBA-guaranteed  bonds.    However,  SBA  may  be  the  only  available  tool  for  these 
contractors  to  use  in  obtaining  bonds  necessary  to  bid  or  perform  contracts  and  remain 
in  business.    The  opportunity  to  work  is  deemed  worth  the  price  to  most  contractors, 
and  they  will  try  to  compensate  in  cost  savings  in  performing  the  work. 

Increasing  contractors'  fees  was  a  difficult  decision  for  SBA  to  make.    However,  with 
the  reduction  to  our  budget,  we  choose  to  make  the  program  self-funding  rather  than 
not  having  the  program.   We  believe  that  it  is  in  the  contractors'  best  interests  to 
increase  fees  and  continue  to  provide  the  bonding  assistance  needed  for  them  to  be 
successful. 

4(b)      No,  we  do  not  believe  that  the  increase  in  fees  will  diminish  the  program's  appeal  so 
that  the  viability  of  the  SBG  Program  will  be  questioned.    Many  small  and  emerging 
contractors  are  unable  to  obtain  bonding  on  reasonable  terms  without  SBA's  bond 
guarantee.   Without  the  SBG  Program,  they  would  not  be  given  the  opportunity  to  bid 
or  perform  bonded  contracts. 

5)         Following  is  the  statistical  information  which  you  requested  about  the  number  and 

dollar  volume  of  claims  paid  and  the  amount  of  recovery  received  during  Fiscal  Years 
1990  to  1994:  /  ^ 


Year 

FY  90 

FY  91 

FY  92 

FY  93 

FY  94 

Number  of  Claims 
Paid 

2,651 

2,922 

2,951 

2,718 

2,324 

Amount  of 
Claims  Paid 

$24,357,146 

$24,108,124 

$32,217,1 1£ 

$19,490,325 

$18,747,588 

Amount  of 
Recovery 

$3,907,393 

$5,914,763 

$4,384,150 

$2,775,399 

$2,927,608 

The  majority  of  losses  paid  in  the  current  year  are  for  bonds  that  were  guaranteed 
in  prior  years.   The  recovery  figures  do  not  include  amounts  that  are  recovered  by 
sureties  and  offset  against  losses  prior  to  requesting  reimbursement  from  SBA. 
Our  new  computer  system  will  enable  us  to  track  these  amounts. 


89-984  0-95-7 
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6(a)      The  Prior  Approval  Program  and  the  Preferred  Surety  Bond  (PSB)  Program  are 
distinct  programs  that  serve  different  purposes,  as  well  as  different  clientele.   The 
PSB  Program  was  established  to  encourage  the  larger,  standard  surety  companies  to 
provide  bonding  assistance  to  more  small  businesses.   Contractors  that  obtain  bonding 
through  the  PSB  Program  are  usually  larger,  more  experienced  and  have  more  active 
work  programs  than  those  who  receive  bonding  assistance  through  the  Prior  Approval 
Program.   The  smaller  and  emerging  contractors  are  able  to  obtain  bonding  through 
the  Prior  Approval  Program  since  they  are  unable  to  meet  the  more  stringent 
underwriting  requirements  of  the  standard  market. 

6(b)      No,  SBA  does  not  have  plans  to  consolidate  the  Prior  Approval  and  the  PSB 

Programs.  Without  both  plans,  there  are  segments  of  small  business  that  would  not 
have  bonding  available  to  them. 
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Understanding  Surety  Bonding: 
A  Guide  for  Subcontractors 


Published  by: 

American  Subcontractors  Association,  Inc. 

Foundation  of  the  American  Subcontractors  Association,  Inc. 

1 004  Duke  Street 
Alexandria,  Virginia  22314-3588 
Telephone:  (703)  684-3450 
FAX:  (703)  836-3482 

National  Association  of  Surety  Bond  Producers 

5301  Wisconsin  Avenue,  N.W. 
Suite  450 

Washington,  DC  20015 
Telephone:  (202)  686-3700 
FAX:  (202)  686-3656 


Copyright®  1995  by  the  American  Subcontractors  Association,  Inc.,  the 
Foundation  of  the  American  Subcontractors  Association,  Inc.  and  the 
National  Association  of  Surety  Bond  Producers.  All  rights  reserved.  No 
part  of  this  publication  may  be  reproduced,  stored  in  a  retrieval  system  or 
transmitted  in  any  form  or  by  any  means,  electronic,  mechanical,  photo- 
copying, recording  or  otherwise,  without  the  prior  written  permission  of 
the  publishers. 


DISCLAIMER:  This  publication  does  not  contain  legal  advice.  Individual 
circumstances  vary  widely  so  readers  should  consult  legal  counsel  before 
acting  on  the  information  provided  herein. 
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About  ASA,  FASA  and  NASBP 


AMERICAN 
SUBCONTRACTORS 
ASSOCIATION,  INC. 


>S\ 


The  American  Subcontractors  Association,  Inc.  (ASA)  is  a  not-for-profit 
trade  association  representing  subcontractors,  specialty  trade  contractors 
and  suppliers  in  the  construction  industry.  Founded  in  1966,  ASA  serves 
more  than  7,000  member  companies  through  a  nationwide  network  of 
more  than  75  state  and  local  chapters. 

ASA  is  the  only  national  organization  that  speaks  exclusively  for  the  inter- 
ests of  both  union  and  nonunion  construction  subcontractors.  ASA  is  ded- 
icated to  improving  general  business  conditions  for  all  members  of  the 
construction  team  through  unified  and  cooperative  actions. 

The  association  strives  to  inform  owners,  financial  representatives,  gov- 
ernment officials  and  others  that  more  than  80  percent  of  all  industrial  and 
commercial  construction  is  performed  by  subcontractors.  ASA  promotes 
needed  reforms  on  such  issues  as  prompt  pay,  retainage,  lien  rights,  bid 
practices  and  hold  harmless  agreements.  With  national  headquarters 
located  in  the  greater  Washington,  D.C.  area,  ASA  is  able  to  represent  the 
interests  of  its  members  directly  before  the  U.S.  Congress,  federal  depart- 
ments and  regulatory  agencies. 


FOUNDATION 
OF  THE  AMERICAN 
SUBCONTRAaORS 
ASSOCIATION,  INC 


m. 


The   FoufKlation  of  the  American  Subcontractors  Association,   Inc. 

(FASA)  is  a  section  501  (cK3)  organization  under  the  Internal  Revenue 
Code.  An  independent  entity  devoted  to  quality  educational  information, 
the  foundation  provides  financial  support  to  develop  manuals,  video- 
tapes, seminars  and  other  materials  that  promote  better  business  practices 
throughout  the  construction  industry. 

For  more  information,  contact  ASA  or  FASA,  1004  Duke  Street, 
Alexandria,  Va.,  22314-3588.  Telephone:  (703)  684-3450.  Fax:  (703) 
836-3482. 


NATIONAL  ASSOCIATION 

OF  SURETY  BOND 

PRODUCERS 

MEMBER 


The  National  Association  of  Surety  Bond  Producers  is  the  organization  of 
leading  agencies  and  brokerages  in  the  United  States,  Canada  and  Puerto 
Rico  that  specialize  in  providing  contract  surety  bonding  and  construction 
insurance  programs  to  contractors.  NASBP's  mission  is  to  encourage  and 
promote  professionalism  and  a  high  degree  of  expertise  in  contract  sure- 
ty underwriting  and  production.  NASBP  maintains  liaison  relationships 
with  all  major  construction  groups,  including  ASA. 

For  more  information,  contact  NASBP  5301  Wisconsin  Avenue,  N.W., 
Suite  450,  Washington,  D.C.  20015.  Telephone:  (202)  686-3700.  Fax: 
(202)  686-3656. 
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Preface 


Understanding  Surety  Bonding:  A  Guide  tor  Subcontractors  has  been  pre- 
pared for  construction  subcontractors  and  specialty  contractors  by  the 
National  Association  of  Surety  Bond  Producers'  (NASBP)  ASA  Liaison 
Committee. 

This  book  is  a  revised  and  expanded  edition  of  Bonding  for 
Subcontractors  published  in  1984  by  NASBP  and  the  American 
Subcontractors  Association.  Since  1 984,  considerable  change  has  taken 
place  in  the  construction  and  surety  industries. 

Understanding  Surety  Bonding:  A  Guide  tor  Subcontractors  is  intended  to 
provide  a  basic  understanding  of  surety  bonding  and  to  illuminate  some 
of  the  areas  that  most  often  are  misunderstood. 

Chapter  Three,  "Protecting  Rights  Under  the  Payment  Bond,"  was  pre- 
pared by  Richard  W.  Miller,  Esq.,  of  the  Miller  Law  Firm,  Kansas  City, 
Missouri. 

NASBP,  ASA  and  FASA  hope  that  this  manual  will  help  subcontractors 
understand  the  valuable  role  of  contract  surety  bonding  in  the  construc- 
tion process. 
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Chapter  1 
What  is  Surety? 


WHAT  IS  SURETY?  The  concept  of  surety  is  not  new.  For  centuries,  people  have  made 
promises  to  become  obliged  to  others  for  the  debt,  obligations  or  conduct 
of  third  parties.  This  practice,  whereby  individuals  assume  responsibility 
for  the  obligations  of  friends  or  others,  is  known  as  personal  suretyship. 
Such  arrangements  often  proved  to  have  disastrous  consequences. 

During  the  last  100  years  in  the  United  States,  most  surety  guarantees 
have  been  issued  by  corporations  rather  than  individuals.  Most  of  these 
coqporations  are  insurance  companies  since  they  have  the  longevity  and 
financial  resources  to  make  sizable  commitments  in  surety  bonds. 
Insurance  companies  engaged  in  the  corporate  surety  business  are  regu- 
lated by  state  insurance  departments.  Personal  or  individual  sureties  still 
are  found,  but  are  less  regulated  and  significantly  more  risky. 

Surety,  then,  is  the  promise  by  which  one  party,  the  surety,  becomes 
accountable  to  another  party,  the  obligee,  for  the  faithful  performance  by 
a  third  party,  the  principal,  of  an  underlying  contract  between  the  princi- 
pal and  the  obligee.  In  a  typical  construction  relationship,  the  surety,  the 
obligor,  guarantees  the  performance  of  the  general  contractor,  the  princi- 
pal, to  the  owner,  the  obligee.  In  the  case  of  a  subcontract,  the  general 
contrartor  is  the  obligee  and  the  subcontractor  is  the  principal. 


SURETY  AND 
INSURANCE  COMPARED 


Although  surety  is  classified  as  a  line  of  insurance,  a  surety  bond  and  an 
insurance  policy  operate  in  different  ways.  For  example: 

•  Unlike  the  two-party  insurance  agreement,  the  surety  agreement  is  a 
three-party  contract  between  the  surety,  the  principal  and  the  obligee. 

•  The  surety  bond  is  based  upon  an  underlying  written  contract. 

•  In  surety,  losses  are  not  exp)ected,  as  is  the  case  with  insurance,  and 
premiums  are  not  computed  on  the  probability  of  loss.  Insurance  pre- 
miums are  determined  by  actuarial  methods.  Surety  is  not  subject  to 
these  methods;  instead,  the  fee  charged  for  a  surety  bond,  also  called 
a  premium,  is  meant  to  pay  the  expenses  of  the  surety  company  in 
underwriting  the  bond. 

•  The  surety  has  special  legal  rights  and  obligations.  One  of  these, 
called  subrogation,  means  that  if  the  obligee  turns  to  the  surety  for  sat- 
isfaction under  the  bond,  and  if  the  surety,  taking  the  place  of  the  prin- 
cipal in  fulfillment  of  the  surety  contract,  suffers  a  loss  or  expense,  the 
surety  has  all  of  the  rights  of  the  obligee  under  the  underlying  con- 
tract. Indemnity  is  the  surety's  right  to  be  reimbursed  by  the  principal 
for  any  such  loss  or  expense. 
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•     Performance  or  payment  bonds  usually  are  not  cancelable,  unlike  an 
insurance  policy. 


SURETY:  A  FORM  while  insurance  is  a  risk-sharing  device,  surety  is  really  a  form  of  credit. 
OF  CREDIT  Bankers  extend  credit  either  as  actual  money  loaned  or  as  a  commitment 
to  loan  money,  called  a  line  of  credit.  When  a  bank  grants  a  loan,  it  fully 
expects  to  have  the  loan  repaid  and  it  investigates  the  prospective  bor- 
rower in  sufficient  detail  to  assure  that  this  will  be  the  case.  A  surety 
underwriter  does  the  same  thing:  he  thoroughly  investigates  the  prospec- 
tive principal  on  the  bond  to  assure  that  it  has  the  wherewithal  to  perform 
satisfactorily  the  obligation  being  bonded.  No  self-respecting  surety 
underwriter  ever  expects  the  bond  to  be  called  upon. 

Of  course,  since  human  judgments  are  fallible  and  external  factors  occur 
over  which  there  is  little  control,  both  sureties  and  bankers  often  suffer 
losses.  The  surety  industry  saw  this  in  the  mid-1980s  to  a  greater  extent 
than  ever  before.  Nonetheless,  the  industry  clings  tenaciously  to  its 
premise  that  surety  is  supposed  to  be  a  loss-free  business. 


WHAT  IS  A  CONTRAa 
SURETY  BOND? 


Surety  is  a  guarantee  of  a  promise.  More  specifically,  a  contract  bond  is  a 
guarantee  of  the  performance  of  a  contract.  A  bond  is  also  an  instrument 
of  prequalification  whereby  one  party  says  to  a  second  party  that  the  third 
party  has  been  examined  and  found  to  be  qualified  to  complete  the  oblig- 
ation or  undertaking  in  question. 

The  obligee  is  the  entity  or  individual  who  is  the  beneficiary  of  the  sure- 
ty bond.  When  a  prime  contractor  is  required  to  provide  a  contract  bond, 
the  obligee  is  generally  the  owner  of  the  project  that  the  contractor  will 
construct,  and  the  prime  contractor  is  the  principal.  When  a  subcontrac- 
tor is  required  to  provide  a  contract  bond,  the  obligee  is  generally  the 
prime  contractor,  and  the  subcontractor  is  the  principal. 


KINDS  OF 
CONTRAa  BONDS 


Bonds  issued  by  a  surety  for  construction  projects  are  generally  bid  bonds, 
performance  bonds  and  payment  bonds.  They  can  be  separate  docu- 
ments or  one  or  two  combined  documents. 

The  bid  bond  states  that  the  contractor  will  enter  into  a  contract,  if  one  is 
offered,  and  that  it  will  furnish  whatever  additional  bonds  specifically  are 
required.  If  the  contractor  fails  to  do  either,  the  bid  bond  specifies  a  penal- 
ty which  may  be  paid  as  damages. 

While  bid  bonds  usually  are  required  of  prime  contractors  rather  than 
subcontractors,  a  few  states  have  filed  subcontractor  bid  laws  which 
require  a  bid  bond  from  subcontractors.  Also,  with  the  emphasis  on  con- 
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struction  management,  many  general  contractors  are  taking  bids  them- 
selves on  specific  contractor  items  and  requiring  bid  bonds  from  their 
subcontractors. 

The  perfomiance  bond  states  that  the  principal  will  build  whatever  it  has 
contracted  to  build  in  accordance  with  the  contract  plans  and  specifica- 
tions. A  subcontract  bond,  which  may  be  required  of  a  subcontractor  by 
the  prime  contractor,  is  a  kind  of  performance  bond. 

The  payment  bond  states  that  those  people  supplying  labor  and  materials 
on  a  project  will  be  paid  subject  to  any  restrictions  and  limitations 
imposed  by  statute  or  the  contract  or  subcontract. 


WHY  BOND 
SUBCONTRACTORS? 


The  issue  of  a  bonded  prime  contractor  requiring  bonds  from  its  subcon- 
tractor is  widely  misunderstood  as  evidenced  by  the  fact  that  this  practice 
is  commonly  refen-ed  to  as  "double  bonding."  The  connotation  is  that 
portions  of  the  job  are  bonded  twice:  once  by  the  general  contractor 
under  its  performance  bond,  and  again  on  those  sections  which  are  sub- 
contracted and  covered  by  a  subcontract  bond. 

An  owner  of  a  construction  project  will  hold  the  general  contractor  total- 
ly responsible  for  the  execution  of  the  contract.  The  owner  generally  is  not 
interested  in  subcontract  problems  because  it  is  paying  the  general  con- 
tractor to  see  to  the  performance  of  the  subcontractors.  The  responsibili- 
ty for  what  subcontractors  do  on  a  job  and  how  they  do  it  rests  with  the 
general  contractor.  So,  for  the  same  reasons  that  an  owner  will  require 
bonds  from  the  general  contractor,  the  general  contractor  often  will 
require  bonds  from  its  subcontractors  to  prequalify  the  subcontraaor,  to 
protea  against  the  possible  failure  to  perform  the  subcontract,  and  to  pro- 
vide protection  for  the  laborers  and  suppliers  of  the  subcontractor. 

Often,  the  project  owner,  especially  in  the  private  sector,  may  stipulate  in 
its  contract  with  the  general  contractor  that  certain  subcontractors  be 
bonded  to  the  general  contractor.  From  the  owner's  standpoint,  the  pre- 
qualifying  of  subcontractors  by  the  surety  reduces  the  possibility  of  dis- 
ruption of  the  constmaion  schedule  because  of  possible  subcontraaor 
default. 

Unfortunately,  there  is  little  uniformity  among  subcontract  bond  forms  in 
use.  The  basic  characteristic  of  a  fair  subcontract  bond  form  is  that  its 
terms  should  be  co-extensive  with  the  liability  of  the  general  contractor  to 
the  owner.  Regretfully,  however,  many  subcontract  bond  forms  developed 
and  used  by  general  contractors  include  onerous  terms.  See  Exhibit  A  for 
an  example  of  a  fair  subcontraa  bond  form  which  adequately  fulfills  for 
the  general  contractor  the  anticipated  indemnity  for  claims  that  arise  on 
account  of  the  subcontractor  and  for  which  the  general  contractor  is  liable 
under  its  bond  to  tfie  owner. 
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EXHIBIT  A  Subcontract  Bond 


KNOW  ALL  MEN  BY  THESE  PRESENTS,  Thai  we. 


is  located  in  the  City  of ,  Slate  of  _ 

as  Principal,  and  the 


.  whose  priiKipal  ofTice 


as  Surety,  are  held  and  firmly  bound  unto  _ 


of ■  as  Obligee, 

in  the  penal  sum  of Dollars 

($ ),  lawful  money  of  the  United  Slates  for  the  payment  of 

which  sum,  well  and  truly  to  be  made,  we  bind  ourselves,  successors  and 
assigns,  jointly  aixl  severally,  furoly  by  these  presents. 


THE  CONDITION  OF  THIS  OBUGATION  IS  SUCH.  That  WHEREAS,  the 
PriiKipal  entered  into  a  certain  Subcontract  Agreement  with  the  Obligee, 

dated  the day  of 1 9 ,  wherein  the 

Principal  has  agreed  to  fully  perform  and  complete  the  following  work: 


as  more  fully  set  forth  in  said  Subcontract  Agreement. 


NOW.  THEREFORE,  if  the  principal  shall  well  and  truly  perform  and  fulfill  all 
of  the  covenants,  terms  and  conditions  of  the  said  Subcontract  Agreement,  and 
shall  pay  for  all  labor  performed  and  materials  furnished  in  the  prosecution  of 
the  work  provided  for  under  the  terms  of  the  said  Subcontract  Agreement,  then 
this  obligation  shall  be  null  and  void,  otherwise  to  remain  in  full  force  and 
effect.  No  right  of  action  shall  accnie  on  this  bond  to  or  for  the  use  of  any  per- 
son or  corporation  other  than  the  Obligee  named  herein  or  the  heirs,  executors, 
administrators  or  successors  of  the  Obligee. 


IN  WITNESS  WHEREOF.  The  above  bounden  parties  have  executed  this 
instrument,  this day  of ,  19 . 


FVinclpal 

By 

By 


Attorney-in-Fact 
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SURETY  AS  A 
PREQUALIFICATION  SERVICE 


A  prime  function  of  a  surety  contract  bond  is  to  prequalify  a  contractor. 
On  federal,  state,  county  and  municipal  projects  at  least  the  general  con- 
tractor is  required  to  provide  a  bond.  This  is  what  makes  the  open,  conv 
(jetitive  bidding  system  work.  If  a  government  contracting  authority  is 
required  by  law  to  accept  the  lowest,  qualified  bidder,  some  way  to 
screen  out  unqualified  contractors  must  be  employed.  Since  the  Miller 
Act  was  enacted  by  Congress  in  1935,  bonding  has  been  the  principal 
method  mandated  to  achieve  this  prequalification  task. 

This  same  prequalification  function  of  surety  can  be  an  advantage  to  a 
general  contractor  that  requires  bonds  from  its  subcontractors. 
Unfortunately,  it  is  a  common  practice  of  some  general  contractors  to 
require  a  bond  only  from  subcontractors  who  the  general  contractor 
already  knows  may  be  less  qualified:  when  there  is  some  question  about 
the  subcontractor's  ability  to  complete  the  work  at  the  price  bid;  when  its 
fjerformance  rating  is  not  high  in  the  trade;  when  its  credit  standing  and 
financial  position  are  weak;  when  the  subcontractor  is  new  or  untried;  or 
when  the  size  of  the  work  is  greater  than  that  which  it  has  performed  in 
the  past.  This  is  known  as  creating  adverse  selection  against  the  surety. 
Some  surety  companies  contend  that  they  are  not  in  the  market  for  sub- 
contract bonds  because  of  this  practice.  On  the  other  hand,  for  many 
surety  companies  and  for  many  professional  surety  agencies,  subcontrac- 
tors are  a  significant  and  valuable  portion  of  their  business. 
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Chapter  2 

How  a  Surety 

Evaluates  a  Subcontractor 


GAUGING  THE  CAPACITY 
TO  PERFORM 


A  surety  is  concerned  with  guaranteeing  a  subcontractor's  performance 
and  the  payment  of  bills.  Thus,  the  surety  wants  all  of  the  information  it 
can  get  to  be  assured  of  the  contractor's  ability  to  perform  and  to  pay. 

In  order  to  show  the  ability  to  perform  the  proposed  subcontract,  a  sub- 
contractor should  make  available  the  following  information  to  the  surety: 

Resumes  of  the  key  people  in  the  firm  will  demonstrate  their  educational, 
professional  and  contracting  background.  Include  the  resumes  of  key 
inside  people  as  well  as  key  outside  personnel.  Be  as  objective  as  possi- 
ble in  listing  the  relevant  educational  and  employment  backgrounds  of  all 
key  personnel. 

The  track  record  of  the  firm,  which  is  simply  a  listing  of  work  successful- 
ly completed,  means  much  to  a  surety.  If  the  principal  of  the  subcon- 
tracting firm  was  a  project  manager,  foreman  or  superintendent  for  some- 
one else,  provide  a  list  of  the  jobs  supervised.  If  the  firm  has  been  in  busi- 
ness for  a  while  prior  to  applying  for  surety  credit,  give  a  description  of 
each  project  completed,  including  the  amount  of  each  project  and  the 
date  completed.  Some  sureties  even  may  ask  for  the  largest  work  program 
handled  to  date  by  the  firm. 

Trade  references  should  be  made  available  to  the  surety.  List  the  names 
and  addresses  of  project  owners,  general  contractors,  material  suppliers, 
other  subcontractors,  etc.,  with  whom  you  have  worked.  Any  letters  of 
commendation  which  you  or  your  firm  have  received  should  certainly  be 
volunteered. 


The  continuity  plan  for  the  business  should  be  outlined.  The  surety  will 
be  very  interested  in  knowing  what  provisions  have  been  made  for  the 
continuation  of  the  firm  in  the  event  of  the  incapacity  or  death  of  key  peo- 
ple. A  one-man  company  doing  a  large  long-term  project  represents  a 
risky  proposition  to  a  surety  because  it  would  have  to  complete  the  pro- 
ject in  the  event  of  that  individual's  disability  or  death. 

The  rationale  ioT  wanting  to  do  a  particular  project  could  be  Important  to 
a  surety.  Especially  in  the  case  of  a  project  or  work  program  larger  than 
anything  done  before,  a  subcontractor  should  be  prepared  to  explain  to 
the  surety  why  it  wants  to  embark  on  the  project  or  program,  how  it  fits 
into  the  existing  work  program  or  organization,  how  it  will  be  financed 
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and  what  the  return  will  be.  It  is  especially  important  for  subcontractors 
to  show  how  the  scheduling  of  a  particular  job  fits  in  with  other  work  and 
how  it  will  affect  cash  flow  and  utilization  of  labor.  The  soundness  of  the 
reasoning  may  well  be  what  makes  or  breaks  the  decision  of  the  surety. 

The  game  plan  of  the  firm  should  be  made  known  to  the  surety.  What  are 
the  plans  for  the  future?  What  are  the  firm's  objectives?  What  are  the  firm's 
five-year  goals?  Ten-year  goals? 

The  purpose  of  providing  all  of  this  information  is  to  show  the  surety  that 
the  firm  and  its  personnel  have  the  ability  to  manage  as  well  as  construct. 


MEASURING  THE 
FINANCIAL  CAPACITY 


Financial  capacity  is  probably  the  most  complex  portion  of  the  subcon- 
tractor-surety relationship.  Although  the  payment  of  bills  is  the  second 
part  of  a  surety's  guarantee,  it  is  where  the  primary  losses  originate.  The 
losses  occur  because  the  performers  —  laborers,  sub-subcontractors,  sup- 
pliers and  sometimes  the  managers  —  do  not  get  paid. 

It  takes  nnoney  to  see  that  all  of  these  people  get  paid,  start  up  a  job,  carry 
a  subcontractor  over  a  period  in  which  there  might  be  a  dispute  with  a  gen- 
eral contractor  or  owner,  p)ay  for  ordered  but  unapproved  changes,  finance 
retainage,  pay  the  overhead,  prepay  bills  and  take  resulting  discounts, 
finance  slow  receivables,  and  ensure  the  availability  of  bank  credit. 

The  amount  of  money  needed  can  depend  on  the  type  of  work  being  per- 
formed or  the  organization  performing  it.  Therefore,  while  not  attempting 
to  prejudge  how  much  money  may  be  required  or  to  set  standards,  here 
is  an  outline  of  the  information  a  surety  will  want  to  evaluate  available 
funds: 

Credit  references  for  the  existing  company  will  show  how  bills  have  been 
paid  in  the  past.  There  are  various  credit  inquiry  services  to  which  sureties 
have  access,  but  a  subcontractor's  own  references  probably  will  be  more 
accurate. 


Bank  credit  should  be  established  and  its  extent  made  known  to  the  sure- 
ty. In  this  regard,  remember  that  sureties  are  generally  looking  for  an  unse- 
cured line  of  credit  that  can  be  used  for  working  capital  purposes. 
Equipment  financing,  for  example,  would  not  meet  this  test,  and  financ- 
ing based  on  an  assignment  of  accounts  receivable  generally  will  not  be 
looked  upon  favorably  by  a  surety.  Receivable  financing  tends  to  pit  the 
surety  against  the  bank  in  a  default  situation  because  of  certain  legal 
ambiguities  in  the  Uniform  Commercial  Code. 

Cost  records  are  extremely  important  to  a  surety.  Without  a  good  cost 
recording  and  bookkeeping  system,  a  subcontractor  does  not  know 
where  it  stands  financially  at  any  given  time.  Because  of  the  inherent  risks 
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of  the  construction  business,  it  behooves  every  subcontractor,  large  or 
small,  to  have  cost  and  bookkeeping  systems  that  will  show  the  financial 
status  of  its  jobs.  Without  these  systems,  the  subcontractor  is  not  really  in 
control  and  risks  failure  because  of  the  inability  to  spot  and  correct  prob- 
lems before  they  become  too  severe. 

Financial  statements  are  vital  to  any  creditgranting  entity,  particularly 
sureties.  The  balance  sheet  shows  where  a  subcontractor  stands  finan- 
cially, and  the  profit  and  loss  statement  shows  how  this  was  achieved. 
Additional  information,  in  the  form  of  various  schedules,  is  essential  to 
a  proper  interpretation  and  analysis  of  what  is  contained  in  the  balance 
sheet  and  the  profit  and  loss  statement. 

If  a  subcontractor  does  not  have  good  cost  records,  the  figures  will  look 
fine  on  paper,  but  will  not  stand  up  to  scrutiny  or  analysis.  Therefore,  it 
is  essential  to  engage  the  services  of  a  good  accountant,  preferably  a 
certified  public  accountant  (CPA).  A  subcontractor  should  look  for  an 
accountant  who  knows  the  construction  business  and  the  peculiarities 
of  construction  accounting.  The  accountant  handling  the  local  hard- 
ware store,  even  if  a  CPA,  may  not  know  anything  about  construction 
accounting  and  will  be  of  questionable  value  to  the  subcontractor  and 
to  the  surety. 

Subcontractors  in  business  long  enough  should  provide  the  surety  with 
the  past  four  years'  financial  statements.  Fiscal  year-end  reports  should 
be  stressed;  interim  reports  are  useful  as  supplemental  data.  Most 
sureties  today  are  insisting  on  CPA-audited  reports  with  all  applicable 
schedules  and  explanatory  notes.  There  are  occasions,  however,  when 
a  surety  will  accept  less  than  fully  audited  statements. 

There  are  two  kinds  of  unaudited  statements  that  accountants  may  now 
provide,  called  review  and  compilation.  A  review  entails  the  use  of 
some  analytical  procedures  designed  to  see  if  the  financial  statements 
make  sense  without  applying  audit-type  tests  to  the  subcontractor's  own 
figures. 

In  a  compilation,  the  accountant  simply  puts  the  financial  data  furnished 
by  the  subcontractor  into  financial  statement  format.  If  the  accountant 
does  a  compilation,  however,  he  or  she  provides  no  assurance  at  all 
regarding  the  figures  because  he  or  she  is  not  required  to  perform  any  tests 
or  procedures  required  to  verify  the  numbers.  Thus,  sureties  consider  a 
compilation  of  little  value. 

In  summary,  both  compilation  and  review  statements  depend  on  inter- 
nally prepared  figures.  Sureties  generally  do  not  like  them  because  they 
lack  the  stamp  of  approval  of  an  independent  auditor  and  are  difficult  to 
verify.  So,  for  the  purposes  of  surety  credit,  fully  audited  statements  are 
definitely  preferable. 
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Audited  financial  reports  should  include  at  a  minimum: 

•  Auditor's  opinion 

•  Balance  sheet 

•  Profit  and  loss  sheet 

•  Statement  of  cash  flow 

•  Statement  of  retained  earning 

You  also  will  probably  be  asked  to  include  the  following  schedules: 

•  Work-in-process  showing  contract  price,  original  profit,  billing  to 
date,  costs  to  date,  cost  to  complete 

•  Completed  work  showing  contract  price  and  also  the  gross  profit 

•  Expenses,  both  general  and  administrative  (if  not  broken  out  on  the 
profit  and  loss  statement) 

•  Explanatory  notes 

If  the  statements  are  unaudited,  schedules  of  accounts  receivable,  accounts 
payable,  cash  and  fixed  assets,  if  applicable,  should  be  included  as  well. 

If  a  subcontractor  Is  on  one  income  reporting  method  for  taxes  and  anoth- 
er for  other  purposes,  the  surety  should  be  told  and  furnished  with  copies 
of  both  refxjrts  or  a  credit  report  plus  a  tax  return. 

The  four  methods  of  reporting  contract  income  are: 

Cash  method — This  income  recognition  methcxJ  is  exactly  what  the  name 
implies.  Only  cash  received  is  recorded  as  income  and  only  cash  expend- 
ed is  recorded  as  cost. 

Accrual  method — Accrual  accounting  allows  for  recognition  of  income 
when  billings  are  sent,  regardless  of  when  the  money  is  actually  received. 
Conversely,  costs  are  recorded  when  invoices  or  requisitions  are  received 
regardless  of  when  actually  paid. 

Completed  contract — Under  this  method,  income  and  costs  for  each  job 
are  recognized  when  the  project  is  substantially  complete. 

Percentage  of  completion — This  method  allows  for  the  recognition  of 
income  on  the  basis  of  the  percentage  of  work  completed.  There  are  vary- 
ing ways  of  computing  this  percentage,  but  the  most  common  is  the  cost- 
to-cost  method.  The  f)ercentage  of  completion  is  determined  by  dividing 
the  total  cost  of  the  job  into  the  costs  incurred  to  date.  The  resulting  per- 
centage is  then  applied  to  the  contraa  price  and  the  anticipated  gross  prof- 
it to  determine  the  income  and  gross  profit  to  be  reported  for  the  period. 

These  are  all  valid,  acceptable  methods  of  financial  reporting.  The  choice 
of  a  method  can  be  extremely  important  to  the  running  of  a  business.  A 
subcontractor's  accountant  should  be  consulted  regarding  the  choice  of  a 
method  and  its  continuing  application.  In  any  event,  full  disclosure  of 
financial  statements  should  be  made  to  the  surety. 
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PUTTING  TOGETHER  THE       Work-in-process  schedules  should  be  done  periodically  and,  as  men- 

WORK-IN-PROCESS        lioned  above,   should   include  the  contract  price,   the  original   profit, 

SCHEDULE       billings  to  date,  cost  to  date,  and  cost  to  complete  for  each  job.  This 

important  schedule  tells  the  subcontractor  and  the  surety  the  status  of  the 

company  and  the  status  of  each  of  the  company's  jobs.  See  Exhibit  B. 

It  should  not  be  surprising  if  the  majority  of  the  discussions  with  the  sure- 
ty agent  and  company  involve  the  subcontractor's  finances  and  financial 
structure.  This  is  quite  normal  but  it  does  tend  to  give  a  distorted  piaure 
of  what  the  surety  is  looking  for. 

To  keep  the  discussion  in  perspective,  think  of  it  this  way:  all  of  the  ele- 
ments of  the  subcontractor's  case  except  its  finances  should  represent  a 
constant.  The  subcontractor's  organization,  track  record  and  approach  to 
a  job,  once  demonstrated,  generally  are  not  questioned  with  any 
frequency  if  the  subcontractor's  operations  are  consistent.  When 
a  material  change  is  made,  such  as  added  personnel  with  addi- 
tional capabilities,  initiating  some  data  processing  programs,  or 
getting  into  a  different  type  of  construction,  this  information 
should  be  volunteered  to  the  surety. 


EXHIBIT  B 


Status  ofliach  Job 


Work  in  Pro};ress 


-'ail-  iniidi  pntjil  has  hi'cii  ciiim-il 
ilmuiicd  vosi  10  comi>lcic 


^mojh  U  will  cum 
vi<niro\\'Cil  fiviii  the 


The  subcontractor's  financial  situation,  however,  fluctuates  from 
day  to  day,  from  job  to  job.  Consequently,  it  is  the  area  that  is  sub- 
ject to  the  greatest  scrutiny  by  the  surety,  the  bank  and  even  more 
importantly,  the  general  contractor.  When  applying  for  the  first 
bond,  and  probably  for  subsequent  bonds,  remember  that  once 
the  surety  is  satisfied  with  the  ability  to  perform,  it  is  going  to  look 
at  the  financial  results  of  the  subcontractor's  performance  and 
translate  that  into  a  decision  on  the  firm's  present  and  future  abil- 
ity to  pay  bills  or  to  finance  additional  undertakings. 


PERSONAL      The  final  item  to  be  discussed  with  the  surety  will  undoubtedly  be  the 
INDEMNIFICATION       subcontractors  personal  involvement  with  his  or  her  company  and  with 
the  surety.  This  is  sometimes  a  sensitive  area,  but  it  nonetheless  is  impor- 
tant and  should  be  discussed  with  candor. 

A  subcontractor  will  likely  be  asked  to  provide  the  personal  indemnity  of 
the  stockholders  of  his  or  her  company  and  probably  that  of  their  spous- 
es as  well.  Those  who  provide  indemnity  also  almost  certainly  will  be 
asked  to  provide  personal  financial  statements  to  show  what  that  indem- 
nity is  worth.  The  initial  reaction  to  this  may  be  the  determining  factor  in 
whether  a  subcontractor  gets  the  bond,  so  it  would  be  well  advised  to 
consider  the  subject  carefully  before  a  surety  is  approached. 

It  has  already  been  explained  that  sureties  are  guaranteeing  the  subcon- 
tractor's performance  and  the  payment  of  bills.  Sureties  prequalify,  issue 
bonds  and  collect  their  fees.  But  simply  because  they  have  issued  the 
bonds  and  collected  their  fe^does  not  mean  that  sureties  expect  to  be 
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saddled  with  taking  care  of  the  subcontraaor's  obligations.  They  exfject 
the  firm  to  perform  and  to  pay  the  bills.  If  it  fails  to  do  so,  the  surety 
expects  the  owners  of  the  firm  to  do  what  any  honorable  businessperson 
would  do  if  there  were  no  surety  involved:  complete  the  contractual 
obligation  using  whatever  means  are  at  his  or  her  disposal.  That  means 
bank  credit  or  even  personal  funds. 

The  surety  can  advance  its  own  funds,  guarantee  credit  at  a  bank  or  find 
someone  else  to  complete  the  contract.  But,  if  the  surety  does  this,  it 
expects  to  be  reimbursed  for  the  monies  expended  on  the  subcontractor's 
behalf.  The  indemnity  agreement  is  the  vehicle  used  to  assure  reimburse- 
ment from  the  company  that  has  tailed  and  the  principals  of  that  compa- 
ny. It  also  assures  that  those  individuals  will  stand  fast  in  the  face  of  prob- 
lems and  use  their  talents  and  know-how  to  resolve  the  difficulties.  This 
is  important  because  in  the  past  there  have  been  numerous  instances  of 
people  who,  having  no  individual  responsibility  to  a  surety,  have  merely 
dumped  a  problem  on  the  surety  without  attempting  to  offer  any  aid  in 
solving  if.  They  have  walked  away  and  left  the  surety  to  fend  for  itself,  a 
situation  which  generally  makes  the  solution  to  the  problem  more  diffi- 
cult and  more  expensive. 

Since  the  vast  majority  of  subcontracting  firms  are  owned  and  operated 
by  individuals  or  small  groufjs  of  individual  stockholders,  the  element  of 
character,  one  of  the  prime  C's  of  credit  analysis  along  with  cash  and 
capacity,  becomes  vitally  important.  The  willingness  of  the  owners  to 
stand  behind  their  company  and  support  it  with  their  p)ersonal  assets  is  a 
very  important  consideration  to  a  surety. 


BONDING  FOR  A  SMALL 
OR  EMERGING  FIRM 


The  ease  with  which  small  subcontractors  can  obtain  surety  credit 
depends  on  many  factors  including  their  experience,  financial  capacity 
and  the  surety  marketplace  itself.  In  the  late  1 980s,  it  was  not  unusual  for 
even  experienced  small  subcontractors  to  have  difficulty  obtaining  bonds. 
In  part,  this  was  a  result  of  poor  surety  industry  results  when  many  losses 
were  suffered.  Many  sureties  concluded  that  small  contractors  were  riski- 
er to  bond  and  were  expensive  to  underwrite  relative  to  the  premiums 
earned. 

Fortunately,  the  199C)s  so  far  have  seen  a  reversal  of  this  attitude.  Several 
major  surety  companies  have  launched  specific  programs  designed  for 
qualified  small  contractors  and  subcontractors.  At  the  same  time,  many 
new  companies  have  entered  the  surety  business  targeting  small  contrac- 
tors as  their  primary  customers.  These  new  entities  have  implemented 
procedures  that  allow  them  to  underwrite  small  contractors  profitably. 

While  most  sureties  have  minimum  net  worth  and  working  capital 
requirements,  some  of  these  new  sureties  use  collateral  and  other  tech- 
niques in  cases  where  small  contractors  do  not  meet  their  minimum 
financial  standards. 
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The  rationale  for  imposing  minimum  financial  requirements  is  that  a  lack 
of  a  financial  cushion  leaves  a  contractor  unable  to  carry  on  in  the  event 
of  a  disruption  In  cash  flow,  a  significant  loss  on  a  job  or  a  long  period 
when  existing  capital  is  consumed  by  overhead.  Sureties  also  may  Impose 
minimum  experience  requirements  or  minimum  years  In  business. 

If  a  surety  declines  to  bond  a  subcontractor,  the  surety,  through  its  agent  or 
broker,  should  give  the  subcontractor  the  specific  reasons  why  it  was 
declined.  The  subcontraaor  has  a  right  to  receive  these  reasons.  The  pro- 
fessional agent  or  broker  also  should  suggest  changes  that  the  subcontrac- 
tor needs  to  make  In  Its  operations  In  order  to  qualify  for  surety  credit. 


SURETY  BOND      The  U.S.  Small  Business  Administration  (SBA)  operates  two  Surety  Bond 

GUARANTEE  PROGRAM      Guarantee  Programs  for  small  contractors  under  which  SBA  reimburses 

sureties  for  most  losses  on  bonded  contracts  up  to  a  stated  size.  These 

government  guarantees  allow  sureties  to  write  bonds  for  contractors  who 

would  not  otherwise  meet  their  minimum  standards. 

Sureties  panicipating  in  the  original  prior-approval  program  are  often 
companies  that  write  bonds  only  with  the  SBA  guarantee.  The  new  "pre- 
ferred" program  was  designed  to  entice  the  major  sureties  to  participate 
by  eliminating  much  of  the  red  tape.  The  advantage  of  the  preferred  pro- 
gram is  that  it  is  easier  for  a  subcontractor  to  "graduate"  out  of  the  pro- 
gram into  the  surety's  normal  book  of  business  after  it  has  gained  experi- 
ence, built  net  worth  and  gained  the  confidence  of  the  surety. 

Both  types  of  guaranteed  bonds  are  handled  directly  by  participating  sure- 
ty agents.  If  your  surety  agent  does  not  handle  SBA-guaranteed  bonds, 
you  may  want  to  contaa  your  local  ASA  chapter  or  the  ASA  national 
office  for  referral  to  an  agent  who  does. 

See  Appendix  A.  Checklist  for  Qualifying  for  a  Performance  and  Payment  Bond 
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Chapter  3 

A  Subcontractor's  Rights 

Under  a  Payment  Bond 


SUBCONTRAaOR'S 
PAYMENT  BOND  RIGHTS 


The  right  of  a  laborer,  supplier,  subcontractor  or  anyone  else  who  fur- 
nishes labor  and  materials  to  a  prime  construction  contractor  to  be  paid 
for  their  services  has  long  been  recognized.  In  order  to  protect  such  rights, 
the  various  states  enacted  lien  laws  to  secure  a  certain  priority  of  payment 
and  thereby  aid  in  the  collection  of  sums  due  for  services  rendered  on 
construction  projects.  However,  since  all  federal  property,  in  effect,  is 
owned  by  the  people,  the  courts  have  held  it  was  neither  right  nor  prop- 
er for  liens  to  attach  to  any  federal  projects.' 

In  lieu  of  granting  lien  rights  on  federal  projects.  Congress  enacted  the 
Miller  Act  that,  in  addition  to  requiring  a  performance  bond  to  guarantee 
completion  of  the  project,  requires  a  payment  bond  to  be  posted  in  a 
penal  sum  determined  by  the  contract  amount  with  the  maximum 
anrKXjnt  on  the  payment  bond  being  $2.5  million.  The  purpose  of  the 
Miller  Act  payment  bond  thus  is  to  protect  all  persons  supplying  labor  and 
material  on  United  States  government  construction  projects  where  lien 
rights  are  unavailabie.' 

Some  states  have  adopted  their  own  statutes,  which  have  been  referred  to 
as  "Little  Miller  Acts,"  to  protea  subcontractors  and  suppliers  involved 
with  state  construction  projects.  Although  used  as  guidelines  in  state  court 
decisions,  the  interpretation  placed  on  the  Miller  Act  by  the  federal  courts 
is  not  binding  in  state  court  actions  involving  a  "Little  Miller  Act."' 
Subcontractors  are  urged  to  consult  their  attorneys  to  determine  exactly 
what  must  be  done  to  protect  their  payment  bond  rights  on  state,  county 
and  municipal  projects. 

The  Miller  Act  prohibits  the  government  agency  from  waiving  the  require- 
ments for  pKjsting  a  payment  bond  unless  security  equal  to  the  amount  of 
the  required  bond  is  deposited  with  the  government  agency.'  While  the 
act  prohibits  govemment  agencies  from  waiving  the  bond  posting 
requirements,  the  United  States  has  not  been  held  liable  to  unpaid  sub- 
contractors for  the  government's  failure  to  enforce  the  bond  posting 
requirements.' 

Except  for  contract  work  in  foreign  countries  where  it  is  impractical  for  the 
contractor  to  furnish  a  payment  bond,"  the  Miller  Act  gives  those  furnish- 
ing labor  and  materials  on  federal  public  works  the  right  to  sue  prime  con- 
tractors and  their  respective  bonding  companies  in  the  name  of  the 
United  States  in  the  United  States  District  Courts  for  such  unpaid 
amounts.  This  remedy  is  exclusive  to  the  extent  that  it  does  not  grant  a 
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substantive  right  on  behalf  of  the  subcontractor  to  sue  the  United  States 
directly."  However,  a  subcontractor  or  supplier  of  material  may  proceed 
against  a  contractor  seeking  alternate  relief  on  some  common-lavk'  princi- 
ple apart  from  recovery  under  the  Miller  Act  Payment  Bond.'  One  court 
has  held  that  the  philosophy  underlying  the  Miller  Act  is  to  protect  those 
who  supply  labor  and  materials  to  a  federal  project  and,  because  of  this, 
the  Act  cannot  be  interpreted  to  limit  or  lessen  the  right  of  suppliers  to 
look  directly  to  the  contractors  for  relief  in  state  courts." 

Since  the  Miller  Act  was  enacted  for  the  benefit  of  those  who  are  unable 
to  take  advantage  of  state  lien  laws  because  projects  of  the  federal  gov- 
ernment are  not  subject  to  a  lien,'"  the  courts,  including  the  Supreme 
Court,  have  ruled  that  the  Miller  Act  is  to  be  construed  liberally  in  favor 
of  those  making  claim  on  the  bond."  While  the  Miller  Act  is  to  be  con- 
strued liberally,  this  does  not  mean  the  courts  will  ignore  the  plain  words 
of  limitation  in  the  Act  and  impose  wholesale  liability  on  Miller  Act 
bonds. '-' 

Projects  Covered  by  the  Miller  Act  Payment  Bond 

In  order  for  the  payment  bond  requirements  of  the  Miller  Act  to  apply,  the 
project  and  the  contract  itself  must  involve  the  construction,  alteration  or 
repair  of  a  "public  building"  or  a  "public  work."  The  decisions  by  the  var- 
ious courts  as  to  what  constitutes  a  "public  work,"  as  used  in  the  Miller 
Act,  are  very  divergent  and  at  times  contradictory.  The  Supreme  Court  has 
held  that  a  library  building  at  Howard  University,  funded  under  the 
National  Industrial  Recovery  Act,  was  a  "public  work"  for  purposes  of  the 
payment  bond  requirement  of  the  Miller  Act  since  the  Congressional 
Record  indicated  that  the  Miller  Act  was  intended  to  cover  the  public 
works  program  then  in  force."  Another  case  broadly  defined  "public 
work"  to  include  any  project  carried  on  with  federal  aid  to  serve  the  inter- 
ests of  the  general  public." 

The  general  rule  is  that  in  order  for  the  project  to  be  a  "public  work,"  there 
must  be  a  prime  contract  to  which  the  United  States  is  party."  Based  on 
this  rule,  the  court  held  that  the  construction  of  an  interstate  highway  in 
Kentucky  pursuant  to  the  Federal  Aid  Highway  Act  under  a  contract  let  by 
the  Commonwealth  of  Kentucky  precluded  a  claimant  from  proceeding 
under  the  Miller  Act.  On  the  other  hand,  a  contract  with  the  United  States 
for  construction  of  an  interstate  highway  in  Massachusetts  was  held  to  be 
within  the  provisions  of  the  Miller  Act  regardless  of  whether  the 
Commonwealth  partially  funded  the  project." 

It  has  been  held  that  a  construction  contractor  engaged  by  the  California 
Institute  of  Technology  to  erect  the  building  in  which  the  Institute  was  to 
operate  under  contract  with  the  United  States  was  a  prime  contractor 
within  the  meaning  of  the  Act,  and  the  project  was  thereby  construed  to 
be  a  public  work  for  purposes  of  the  Miller  Act  requirements.'' 
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Among  projects  considered  to  be  public  works  for  the  purpxDse  of  invok- 
ing the  Miller  Act  bond  coverage  were  a  post  library  on  an  army  base 
even  though  the  funds  were  not  appropriated"  and  a  base  exchange  at  an 
Air  Force  base." 

The  most  important  factor  used  by  the  courts  in  determining  whether  a 
project  is  to  be  considered  a  public  work  subject  to  the  Miller  Act  is 
whether  the  federal  government  has  title  or  intends  to  take  title  to  the  pro- 
ject."' Thus,  Miller  Act  coverage  was  not  extended  to  a  postal  building 
erected  by  the  contractor  under  a  Postal  Service  leaseback  arrangement.-' 
Similarly,  a  low-rent  housing  development  owned  and  administered  by  a 
municipality  funded  in  part  by  the  federal  government,  but  without  fed- 
eral ownership,  was  not  subject  to  the  Miller  Act,"  and  Capehart  Housing 
projects  were  generally  considered  not  subject  to  the  Miller  Act,-'  but 
there  is  case  law  to  the  contrary.-' 

In  many  instances,  the  question  of  whether  a  Miller  Act  bond  is  required 
and  has  been  provided  is  seriously  considered  by  most  subcontractors  and 
suppliers  only  after  they  have  performed  work  for  which  they  have  not 
been  paid.  Unfortunately,  at  this  stage  the  rights  and  obligations  already 
have  become  fixed.  It  is  critical  that  this  determination  be  made  by  a  sub- 
contractor or  supplier  before  a  bid  is  submitted.  At  the  outset,  it  is  impor- 
tant to  determine  whether  the  project  is  to  be  considered  a  public  work  for 
purposes  of  the  Miller  Act  especially  in  this  era  when  federal  aid  to  state 
and  local  governments  takes  such  form  as  grants  from  federal  agencies 
such  as  the  Environmental  Protection  Agency.  Grant  regulations  issued  by 
these  agencies  may,  in  some  instances,  indicate  whether  the  project  is 
intended  to  come  within  the  protection  of  the  Miller  Act  payment  bond. 

As  a  general  proposition.  Miller  Act  payment  bonds  are  required  in  those 
instances  involving  a  public  project  and  the  prime  contract: 

a)    is  with  the  federal  government; 

b  )  is  on  Standard  Form  23-A  (or  some  similar  type  construction  form); 

c)  is  advertised  formally  for  bids; 

d)  requires  the  prime  contractor  to  provide  a  payment  bond; 

e)  requires  the  prime  contractor  to  perform  construction  activities  (as 
opposed,  for  example,  to  being  a  supplier); 

0     is  authorized  or  funded  by  Congress;  and 

g)    involves  a  governmental  agency  such  as  the  Corps  of  Engineers, 
which  is  basically  construction-oriented. 

In  the  event  that  a  Miller  Act  bond  has  not  been  posted  by  the  prime  con- 
tractor, then  the  contract  is  voidable  and  can  be  terminated  by  the  gov- 
ernment at  its  option.-*  If  the  govemment  does  not  terminate  the  contract, 
but  allows  the  prime  contractor  to  perform  the  contract  without  furnishing 
a  bond  and  the  prime  contractor  is  unable  to  or  fails  to  pay  the  claimant, 
the  claimant  obviously  has  no  recourse  against  a  surety.  Furthermore,  the 
overwhelming  weight  of  authority  holds  that  such  a  clainnant  has  no  stand- 
ing to  sue  the  govemment  for  any  retained  funds  since  it  is  not  in  privity 
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with  the  government.''  In  spite  of  that  prohibition,  a  claimant  should 
demand  that  the  government  act  as  a  stakeholder  and  pay  a  valid  claim  for 
retained  funds,  if  unexpended  contract  funds  are  available  for  payment, 
esf)ecially  if  the  government  would  receive  a  windfall  profit  by  not  paying 
the  retainage.'" 

Persons  Protected  by  the  Miller  Act  Payment  Bond 

Since  the  Miller  Act  protects  those  persons  who  have  furnished  labor  or 
materials  to  contractors  or  subcontractors  engaged  in  the  construction, 
alteration  or  repair  of  any  public  building  or  public  work  of  the  United 
States,  it  is  incumbent,  after  a  determination  has  been  made  that  the  pro- 
ject is  covered  by  the  Act,  to  determine  (a)  the  person's  contractual  rela- 
tionship and  (b)  the  particular  labor  or  material  involved  and  covered  by 
the  payment  bond. 

Coverage  under  the  Miller  Act,  and  hence  the  right  to  bring  an  action  on 
the  contractor's  Miller  Act  payment  bond,  extends  to  those  persons  in 
direct  contractual  relationship  with  the  prime  contractor,  and  those  who 
have  a  direct  contractual  relationship  with  a  first-tier  subcontractor,  but 
have  no  relationship  with  the  prime  contractor-'  The  right  to  sue  and 
recover  under  the  Miller  Act  thus  extends  no  further  than  the  supplier  to 
a  subcontractor  and  a  second-tier  subcontractor,  because  these  are  the 
only  persons  who  have  a  direct  contractual  relationship  with  a  subcon- 
tractor of  the  prime  contractor.  Exhibit  C  shows  those  persons  who  may 
maintain  an  action  under  the  Miller  Act  bond. 

Therefore,  these  categories  of  persons  expressly  have  no  coverage  what- 
soever under  the  Miller  Act: 

a)  A  third-tier  subcontractor  who  supplies  labor  and  materials  to  a  sec- 
ond-tier subcontractor;-" 

b)  The  supplier  of  materials  to  a  second-tier  subcontractor;'"  and 

c)  Anyone  doing  business  with  a  supplier,  whether  a  second-tier  sub- 
contractor to  a  supplier  or  a  supplier  to  a  supplier." 


MORE  ABOUT  WHO  IS 
NOT  COVERED 


With  the  specialization  of  various  areas  of  construction  and  companies 
electing  (for  tax,  labor  or  other  reasons)  to  do  business  under  multiple  com- 
panies and  different  names,  it  is  extremely  critical  for  a  subcontractor  and 
supplier  to  know  with  whom  it  is  doing  business  and  its  level  or  tier  in  the 
overall  scope  of  construction.  This  is  important  because  the  courts  have 
njled  that  where  a  subcontractor  and  sub-subcontractor  are  closely  affili- 
ated corporations,  a  third-tier  subcontractor  still  will  have  no  right  of  action 
under  the  Miller  Act,  even  if  both  the  subcontractor  and  sub-subcontractor 
are  bona  fide  corporations  doing  business  at  arm's  length.'-'  "  Furthernnore, 
a  third-tier  subcontractor  will  not  have  a  Miller  Act  claim,  even  if  it  thought 
it  was  contracting  and  doing  business  with  a  first-tier  subcontractor,  unless 
it  can  prove  the  latter  misrepresented  that  it  was  a  first-tier  subcontractor.'^ 
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EXHIBIT  C 


Persons  Covered  by  A  Miller  Act  Payment  Bond 


J'riiiic 
Cuiltnutor 


Subcontractor 


Stihcoiitractor 
'or  Supplier) 


Persons  above  the  heavy  bar  are  proteaed  by  a  Miller  Aa  payment  bond; 
those  below  the  heavy  bar  are  not  so  proteaed. 


Conversely,  the  presence  of  a  dummy  or  non-operating  sub-subcontrac- 
tor may  not  be  interposed  as  a  defense  to  an  otherwise  valid  Miller  Act 
suit."  Similarly,  a  court  held"  that  the  subcontractor  and  sub-subcontrac- 
tor will  not  be  treated  as  a  single  entity  for  the  purpose  of  providing  cov- 
erage to  a  supplier  or  subcontractor  to  a  second-tier  subcontractor  even 
though  the  subcontractor  contracted  all  its  work  to  the  sub-subcontractor. 

In  addition,  employees  of  second-tier  subcontractors  also  are  not  entitled 
to  recover  under  a  prime  contractor's  payment  bond  since  these  employ- 
ees do  not  have  a  contractual  relationship  with  a  prime  contractor  or  a 
subcontractor.'" 
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SUPPLIER  OR 
SUBCONTRACTOR? 


Since  coverage  does  not  extend  to  anyone  doing  business  with  a  suppli- 
er, the  distinction  as  to  who  falls  in  the  category  of  a  subcontractor  and 
who  is  a  supplier  is  obviously  critical  to  recovery  under  a  Miller  Act  pay- 
ment bond.  In  MacEvoy  v.  United  States  [322  U.S.  102  (1944)1,  which  is 
the  leading  case  with  regard  to  the  distinction  between  a  subcontractor 
and  a  supplier,  the  court  stated; 

"In  a  broad  generic  sense,  a  subcontractor  includes  anyone  who 
has  a  contract  to  furnish  labor  and  material  to  the  prime  contrac- 
tor. .  .  But  under  the  more  technical  meaning,  established  by 
usage  in  the  building  trades,  a  subcontractor  is  one  who  performs 
for  and  takes  from  the  prime  contractor  a  specific  part  of  the  labor 
or  material  requirements  of  the  original  contract.  .  .  ."" 

This  distinction  has  been  followed  in  numerous  cases. 

In  reaching  a  determination  as  to  whether  a  firm  is  a  subcontractor  or  a 
supplier,  the  courts  have  ruled  that  the  difficulty  and  the  exactness  of  the 
work  being  performed  can  elevate  a  business  that  normally  would  be 
considered  a  supplier  to  the  status  of  a  subcontractor,  thereby  giving  cov- 
erage under  the  Miller  Act  to  those  dealing  with  it  who  otherwise  would 
not  be  covered  under  the  Act.  Further,  the  presence  or  absence  of  the  term 
"subcontractor"  in  a  contractual  agreement  between  a  prime  contractor 
and  a  middle  party  has  been  held  to  be  of  little  value  and  will  not  control 
a  court's  finding  on  the  subcontractor/supplier  issue." 

The  Fourth  Circuit  held  that  a  company  that  fabricated  steel  girders  for  a 
bridge  but  performed  no  erection  or  other  on-site  work  was  a  subcon- 
tractor and  not  a  supplier.*'  Although  the  agreement  for  girders  was  writ- 
ten as  a  purchase  order  for  material,  the  court  stressed  the  fact  that  "the 
agreement  called  not  for  mere  supply  of  materials  but  for  custom  fabrica- 
tion of  massive  girders  and  their  accessories,  key  and  integral  components 
of  the  bridge,  designed  and  fabricated  to  mesh  precisely  in  their  final 
assembly  on  the  jobsite.  ..." 

Likewise,  a  company  furnishing  but  not  installing  all  kitchen  cabinets  for 
a  housing  project  that  was  required  to  verify  room  dimensions  at  the  job- 
site  and  to  submit  shop  drawings  to  the  architect  for  approval  was  a  sub- 
contractor and  not  a  supplier  within  the  meaning  of  the  Miller  Act," 

Also,  a  company  furnishing  but  not  installing  metal  gates  for  a  dam, 
which  was  required  under  its  contract  to  submit  shop  drawings  to  the 
Corps  of  Engineers  and  which  made  gates  that  were  solely  designed  for, 
and  could  only  be  used  on,  this  particular  dam,  was  a  subcontractor  and 
not  a  supplier  under  the  terms  of  the  Miller  Act.^' 

Using  these  same  guidelines,  a  court  held"  that  a  supplier  of  all  the  mis- 
cellaneous steel  and  iron  products  for  the  Manned  Space  Center  was  not 
a  subcontractor  since  the  variety  and  relative  simplicity  of  the  items  being 
furnished  weighed  heavily  against  the  finding  that  the  supplier  was  a  sub- 
contractor. 
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The  courts,  in  reviewing  the  underlying  policy  of  the  Miller  Act,  have 
established  a  strong  policy  of  "liberal  construction."  In  this  regard,  the 
courts  have  found  that  companies  are  subcontractors  rather  than  suppli- 
ers in  order  to  extend  bond  coverage  where  it  otherwise  might  not  exist. 
In  one  case,"  the  prime  contractor  let  two  contracts  with  firm  "A"  —  one 
contract  to  perform  certain  millwork  and  the  other  to  supply  all  exterior 
plywood.  The  court  held  that  firm  "B"  which  supplied  the  exterior  ply- 
wood to  "A"  in  order  for  "A"  to  fulfill  its  requirements  under  its  "supply" 
contract  was  eligible  to  bring  a  Miller  Act  suit.  In  so  ruling,  the  court  held 
that  "A"'  in  all  its  dealings  acted  as  a  subcontractor  and  not  merely  as  a 
supplier,  and  thus  the  court  treated  the  two  contracts  of  "A"  as  a  single 
subcontract. 

In  that  case,  the  court  went  on  to  hold  that  merely  because  a  company 
does  not  perform  any  work  on  the  jobsite  does  not  preclude  its  enjoying 
coverage  under  the  Miller  Act.  Some  states  in  interpreting  their  little  Miller 
Acts  have  refused  to  follow  this  rule.'"  If  the  type  of  work  involved,  the 
degree  of  responsibility  assumed  under  the  contract,  and  the  nature  and 
form  of  the  agreement  itself  indicate  that  a  subcontract  relationship  exists, 
a  company  which  performs  no  actual  work  at  the  site  may  still  be  con- 
sidered a  subcontractor  to  afford  protection  not  only  to  the  company 
under  the  Miller  Act  but  also  to  those  dealing  with  the  company.* 

Labor  and  Materials  Covered  by  Miller  Act  Payment  Bonds 

As  a  general  proposition,  anything  which  may  be  considered  indispens- 
able to  the  work  which  has  been  contracted  falls  within  the  meaning  of 
"labor  and  material"  as  used  in  the  Miller  Act. 

The  courts  lean  toward  giving  the  words  "furnished  in  the  prosecution  of  the 
work"  a  liberal  interpretation  under  the  Miller  Act.  The  test  employed  by 
many  courts  is  whether  the  business  furnishing  the  labor  or  material  had  a 
reasonable  expectation  in  good  faith  that  it  would  be  used  in  the  project.'" 

In  addition  to  this  expectation,  the  courts  have  imposed  the  requirement 
that  such  labor  and  material  also  must  have  been  considered  necessary 
for  the  performance  of  the  work."  However,  there  is  no  requirement  that 
the  claimant  has  to  show  that  the  prime  contractor  has  benefited  from  the 
labor  or  material  thus  furnished." 

More  About  Materials  Covered 

In  determining  whether  the  materials  furnished  for  the  project  are  of  a 
type  covered  by  the  Miller  Act  bond,  the  courts  make  a  fundamental  dis- 
tinction on  the  basis  of  whether  the  material  furnished  is  consumed  sub- 
stantially in  the  project  or  whether  it  remains  capital  equipment  furnished 
by  the  claimant.  This  distinction  was  used  as  the  basis  for  a  finding  that 
tires  used  on  construction  machinery  in  connection  with  a  government 
contract  were  "materials"  within  the  meaning  of  the  Miller  Act.'"' 
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Among  the  items  of  material  famished  by  a  supplier  that  have  been  held 
to  be  within  the  coverage  of  the  payment  bond  are:  water  delivered  to  the 
general  contractor  for  use  in  generating  the  steam  to  operate  dredges  as 
well  as  food  furnished  to  the  crews  of  the  dredges;'  lumber  supplied  for 
the  construction  of  forms  for  pouring  concrete;*'  gas  and  oil  sold  to  a  sub- 
contractor for  use  on  the  job;"  a  rented  barge;*'  rented  earth  moving 
equipment;"  and  rented  steel  piling  even  though  they  were  temporarily 
installed  at  the  site  and  then  later  removed." 

The  Miller  Act  does  not  cover  a  claim  for  the  acquisition  cost  of  tools  used 
by  a  subcontractor.*"  The  cost  of  equipment  such  as  wheelbarrows,  gas 
burners  or  gravel  hoppers,  which  could  not  be  expected  to  be  substan- 
tially consumed  during  the  construction  projea,  cannot  be  recovered 
under  the  Miller  Act.*'  Similarly,  dredging  pif)e,  which  maintains  substan- 
tial economic  value  after  use,  is  capital  equipment  even  though  the  pipe 
may  have  depreciated  in  value  by  two-thirds.*' 

Small  tools  and  similar  equipment  such  as  ladders,  which  normally  are 
expended  on  a  project,  have,  in  certain  instances,  been  accorded  cover- 
age under  the  Miller  Act.  It  has  been  held  that  suit  can  be  brought  under 
the  Miller  Act  for  loss,  repair  costs  and  freight  charges  for  tools  and  equip- 
ment furnished  in  prosecution  of  work.*"  In  addition,  a  subcontractor  who 
has  constructed  a  particular  item  of  equipment  for  particular  use  in  a  pro- 
ject has  been  allowed  to  recover  reasonable  rental  value  for  the  equif)- 
ment  rendered  idle  by  a  contractor's  breach  of  contract." 

In  order  to  recover  for  materials  supplied  under  the  Miller  Act,  the  mate- 
rialman or  subcontractor  need  show  only: 

1 )  that  the  materials  were  supplied  for  work  in  the  particular  contract  at 
issue; 

2)  that  the  supplier  is  unpaid; 

3)  that  the  supplier  had  a  good  faith  belief  that  the  materials  were  for  the 
specific  work;  and 

4)  that  jurisdictional  requisites  are  met."- 

Actual  use  on  the  project  or  incorporation  into  the  project  of  the  materi- 
al furnished  is  not  necessary  to  obtain  coverage  under  the  Miller  Act  for 
the  unpaid  cost  of  such  material.  The  courts  have  ruled  further  that  a  sub- 
contractor or  a  supplier  suing  under  the  Miller  Act  does  not  have  the  bur- 
den to  show  that  the  material  it  supplied  was  actually  incorporated  into 
the  work,  only  that  it  reasonably  expected  it  to  be  incorporated  into  the 
work."' 

Courts  have  held  that  even  though  materials  were  never  delivered  to  the 
jobsite  or  incorporated  into  the  work,  if  the  materialman  in  good  faith  had 
reason  to  believe  the  materials  were  intended  for  the  work,  they  were 
covered  by  the  Miller  Act  payment  bond." 

In  following  these  principles,  a  court  held  that  stock  replacement  items  for 
materials  used  in  the  work  came  within  the  coverage  of  the  Miller  Act 
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although  they  were  never  actually  inccxporated  or  consumed  in  that 
work."  In  another  instance,  it  was  held  that  an  unpaid  supplier  of  mater- 
ial is  covered  by  the  Miller  Act  for  supplying  inventory  replacement  of 
material  used  in  a  government  constnjction  project." 

The  Miller  Act  payment  bond  protects  the  supplier,  even  if  the  materials 
furnished  were  diverted  to  another  project,  as  long  as  the  supplier  has  a 
good  faith,  reasonable  belief  that  the  materials  were  intended  for,  and 
were  going  to  be  used  on,  the  govemment  job.'"  However,  in  another 
case,  the  supplier  was  barred  from  recovering  from  the  surety  because  the 
supplier  knew  the  subcontractor  diverted  the  goods  from  the  govemment 
job  to  another  job." 

Leased  Equipment 

The  agreennent  which  a  subcontractor  has  concerning  the  equipment 
used  on  a  project  could  determine  whether  payments  due  in  connection 
with  such  equipment  can  be  recovered  under  ttie  Miller  Act.  The  courts 
are  almost  uniform  in  holding  that  equipment  leased  under  lease  agree- 
ments, but  which  are  really  a  conditional  sales  contract,  are  not  within  the 
protective  scope  of  Miller  Act  bonds.  The  court's  rationale  in  denying 
Miller  Act  protection  to  conditional  sales  contracts  is  based  on  the  fact 
that  the  purchase  price  of  equipment  is  not  consumed  in  the  work,  and 
thus  should  not  be  covered  by  the  bond.  The  question  of  whether  a  lease 
of  equipment  is  actually  a  conditional  sale^  contract  for  purposes  of  the 
Miller  Act  bond  has  been  considered  and  determined." 

A  lease  of  equipment  with  an  option  to  purchase  has  been  treated  in  some 
jurisdictions  as  not  covered  by  a  Miller  Act  bond.  However,  the  better  rea- 
soned rule  {insofar  as  applying  the  law  to  industry  practice  in  such  a  trans- 
action) wcis  expressed  by  the  Eighth  Circuit  Court  of  Appeals  in  the  United 
Pacific  case.""  In  United  Pacific,  the  court  set  forth  the  criteria  that  must 
be  met  for  a  lease-option  to  be  covered  under  a  Miller  Act  bond.  The 
Eighth  Circuit  stated  that  the  optionee-lessee  should  have  the  right  to  allo- 
cate and  recover  under  the  bond  for  that  portion  of  tfie  lease  payment  that 
was  for  the  use  of  the  equipment  but  that  the  lessee  cannot  recover  for 
any  part  of  the  acquisition  cost. 

The  court  in  United  Pacific  relied  on  an  earlier  Eighth  Circuit  case  in  which 
a  lease  agreement  with  an  option  to  purchase  was  held  to  be  a  lease  that 
was  covered  by  the  Miller  Act.''  The  agreement  was  held  to  be  a  lease, 
even  though  the  contractor  had  the  right  to  retain  the  equipment  after  mak- 
ing only  seven  monthly  payments  that  covered  the  entire  value  of  the 
equipment.  The  court  stated  that  this  option  raised  questions  as  to  the 
meaning  of  the  contract.  In  making  its  final  determination  as  to  the  true 
meaning  of  the  agreement,  the  court  determined  it  must  take  into  account 
all  of  the  provisions  of  the  agreement  and  the  intent  of  the  parties."-  The 
court  found  evidence  that  the  agreement  was  typical  for  the  lease  of  equip- 
ment in  this  industry;  the  amount  of  rental  was  not  unreasonable;  and  the 
language  of  the  agreement  was  typical  of  a  lease  agreement. 
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More  recently,  another  court  has  used  this  analysis  of  the  agreement's 
terms  and  the  surrounding  circumstances  to  determine  if  the  agreement 
was  a  lease  or  a  conditional  sales  agreement."'  The  court  denied  a  "lease" 
agreement  Miller  Act  bond  coverage,  because  the  various  provisions  in 
the  agreement  required  the  "lessee"  to  take  certain  actions  that  were  more 
consistent  with  a  conditional  sales  agreement  than  a  lease  agreement.  For 
example,  the  "lessee":  was  to  insure  the  equipment  in  favor  of  the  lessor; 
pay  the  taxes,  repairs  and  maintenance  of  the  equipment;  make  high  fron- 
tend  payments;  make  rental  payments  that  were  not  in  line  with  the  fair 
rental  values  for  that  equipment  at  that  time;  and  finally,  there  was  an 
understanding  that  the  "lessee"  would  own  the  equipment  at  the  end  of 
the  lease  for  the  nominal  payment  of  $1 .  The  agreement  was  styled  by  the 
parties  as  a  lease,  but  the  court  found  that  the  manner  in  which  the  agree- 
ment was  styled  did  not  determine  its  character.'  Finally,  although  the 
parties  may  have  claimed  the  intention  of  making  a  lease,  the  court  stal- 
ed that  these  intentions  will  not  make  the  agreement  a  lease  for  tax  or 
Miller  Act  purpxjses,  if  the  economic  realities  of  the  transaction  make  it  an 
installment  sale  and  not  a  lease."* 

In  considering  whether  a  lease-purchase  agreement  comes  under  the  pro- 
tection of  a  Miller  Act  bond,  the  following  are  important: 

a)  A  problem  could  exist  if  the  amount  of  the  purchase  price  in  the  pur- 
chase section  of  the  agreement  is  for  a  nominal  amount. 

b)  The  chance  of  coverage  is  stronger  if  the  lessor  insures  the  goods, 
even  though  the  lessor  builds  into  its  rental  payments  the  cost  of  insur- 
ing such  items. 

c)  The  ability  to  maintain  bond  coverage  is  strong  if  the  lessor  pays  for 
the  taxes,  repairs  and  maintenance,  again  building  the  cost,  or  the 
expected  cost,  of  these  items  into  the  rental  agreement. 

d)  A  provision  in  the  agreement  stating  that  the  agreed  dollar  amount  for 
the  rental  of  the  equipment  is  the  customary  and  normal  rate  for  the 
industry  in  that  geographic  location  helps  substantiate  that  the  parties 
intended  this  to  be  a  lease  and  not  a  purchase."' 

e)  Probably  the  single  most  compelling  argument  in  courts  interpreting 
whether  a  lease-purchase  option  is  a  security  agreement  and  not  a 
lease,  and  thus,  not  qualifying  for  protection  under  a  Miller  Act  bond, 
is  whether  the  "lease"  and  "lease"  payments  defy  the  economic  real- 
ities of  the  transaction. 

Labor  Covered 

In  keeping  with  the  intent  to  construe  liberally  the  terms  of  the  Miller  Act, 
the  tendency  of  the  courts  is  to  give  an  expansive  definition  to  the  word 
labor.  Thus,  the  meaning  of  the  word  "labor"""  as  used  in  the  Miller  Act  is 
not  restricted  to  physical  labor,  but  is  given  a  broad  construction  to 
accomplish  the  remedial  nature  of  the  statute.  For  example,  the  services 
of  a  general  superintendent  on  a  dredging  project  were  equated  to  the  ser- 
vices usually  rendered  by  a  foreman  and  were  considered  labor  for  pur- 
poses of  coverage  under  the  payment  bond.""  Skilled  technical  and  pro- 
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fessional  services  used  in  the  inspection  and  testing  of  work  are  within  the 
meaning  of  the  word  "labor"""  and  thus  covered  by  the  bond. 
Furthermore,  services  performed  in  connection  with  the  transportation, 
loading  and  unloading  of  materials  have  specifically  been  held  by  the 
Supreme  Court  to  be  labor  within  the  meaning  of  the  Miller  Act." 

Contributions  to  employee  welfare  funds  are  clearly  covered  under  a 
Miller  Act  payment  bond,"  bcit  workers  compensation  insurance  premi- 
ums, although  based  on  and  related  to  the  labor  expended  on  a  project, 
are  not  covered.'-'"  However,  if  the  payment  of  workers  compensation 
insurance  premiums  is  required  by  an  agreement  between  the  contractor 
and  the  labor  union  to  be  made  to  a  trust  fund  for  the  benefit  of  the 
employees,  such  payments  are  within  the  coverage  of  the  Miller  Act." 

The  furnishing  of  medical  and  hospital  care  to  the  employees  of  a  con- 
tractor are  not  within  the  meaning  of  the  word  labor  for  purposes  of 
recovering  under  the  Miller  Act  payment  bond.'*  Similarly,  claims  for 
workers  compensation  are  not  recoverable  under  a  Miller  Act  payment 
bond.* 

Prior  to  1974,  the  jurisdictions  were  split  as  to  whether  attorneys  fees 
required  to  maintain  an  action  under  a  Miller  Act  bond  were  reim- 
bursable by  the  payment  bond  surety.  In  1974,  however,  the  Supreme 
Court  declared  that  attorneys  fees  under  a  Miller  Act  bond  would  not  be 
recoverable  in  the  absence  of  a  statute  or  contract  providing  for  that 
recovery,  unless  it  was  found  that  the  losing  party  acted  in  bad  faith,  vex- 
atiously,  wantonly  or  for  oppressive  reasons.'"  The  court  clearly  indicated 
that  any  deviation  from  the  "American  rule"  with  regard  to  Miller  Act  lit- 
igation was  an  area  for  Congressional  action,  not  for  the  court.  However, 
Congress  has  not  passed  a  bill  to  override  this  decision  with  regard  to 
attorneys  fees. 

If  the  state  in  which  a  Miller  Act  suit  is  filed  has  a  statute  allowing  for  the 
payment  of  interest  to  the  attorneys  representing  the  claimant,  then  recov- 
ery of  those  fees  should  be  allowed  to  the  claimant  if  it  is  successful  in  its 
suit.  In  contrast,  one  District  Court  has  specifically  held  that  Federal,  and 
not  State  law,  governs  the  award  of  attorneys  fees  in  Miller  Act  cases.  The 
court  said  attorneys  fees  will  be  awarded  only  upon  a  contractual  basis  or 
where  the  opposing  f)arty  acted  in  bad  faith." 


LOANS  Funds  borrowed  to  finance  contraa  operations  have  been  held  by  the 
courts  not  to  be  either  materials  or  labor,  and  the  lender  thus  has  no  claim 
of  coverage  under  the  Miller  Act.""  It  also  has  been  held  that  an  extension 
of  credit  to  a  prime  contractor  by  a  subcontractor  does  not  of  itself  permit 
those  funds  to  come  within  the  coverage  of  the  Miller  Act."  A  business 
that  extends  credit  is  not  a  materialman  or  supplier  of  labor  within  the 
meaning  of  the  Miller  Act,  even  though  the  monies  thus  realized  are  used 
to  pay  for  materials  and  labor  used  in  the  prosecution  of  the  work."' 
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DELAY  DAMAGES  The  courts  are  split  as  to  whether  or  not  delay  damages  which  are  sus- 
tained by  a  subcontractor  or  supplier  because  it  was  delayed  in  perfornn- 
ing  its  work  can  be  recovered  under  the  Miller  Act.  Several  courts  hold 
that  delay  damages  are  "lost  profits"  and  cannot  be  recovered  under  the 
Miller  Act  because  it  allows  tor  recovery  ol  only  the  amount  provided  in 
the  contract.''- 

Those  courts  that  have  allowed  recovery  of  delay  damages  have  done  so 
on  the  basis  that  these  damages,  in  effect,  involve  actual  exp)enditures  for 
labor  or  materials  used  in  the  performance  of  the  government  project  and 
thus  are  covered  by  a  Miller  Act  bond.'""  Even  in  courts  that  allow  for 
delay  damages  under  the  Miller  Act,  a  claimant  can  recover  for  only  addi- 
tional or  increased  costs  actually  expended  in  furnishing  the  labor  or 
materials  in  the  prosecution  of  the  work  provided  for  in  the  contract  that 
are  attributable  to  the  delay." 

Some  courts  have  held  that  the  claimant  must  not  have  caused  the  delay 
in  order  to  recover  on  the  bond.  But  an  appellate  court  ruled  that  if  both 
the  prime  contractor  and  subcontractor  contributed  to  the  delay  the  delay 
damages  recoverable  under  the  Miller  Act  bond  would  be  apportioned  on 
the  basis  of  who  caused  what  damages.'* 


TAXES  COVERED  a  1966  amendment  to  the  Miller  Act  changed  the  law  to  mandate  that 
every  "performance  bond  required  under  this  section  shall  specifically 
provide  coverage  of  taxes  impwsed  by  the  United  States  which  are  col- 
lected, deducted  or  withheld  from  wages  paid  by  the  contractor  in  carry- 
ing out  the  contract  with  respect  to  which  such  bond  is  furnished.""" 
Before  this  amendment,  it  was  generally  held  that  the  Miller  Act  bond  did 
not  cover  Social  Security  and  withholding  taxes  which  the  contractor 
failed  to  pay  into  the  Treasury  of  the  United  States."" 

On  its  face,  the  Miller  Act  makes  a  surety  liable  only  for  withholding 
taxes,  and  does  not  impose  liability  for  interest  and  penalties.  The  Fourth 
Circuit  Court  of  Appeals  has  held  that  the  interest  and  penalties  incurred 
on  unpaid  taxes  are  the  liability  of  the  surety  when  the  amount  is  liqui- 
dated and  the  applicable  state  law  allows  for  such  recovery.  The  court 
noted  that  by  "allowing  for  recovery  of  taxes  accrued,  the  Miller  Act  may 
implicate  the  provisions  of  the  Federal  Tax  Code  and  its  underlying  poli- 
cies and  considerations."" 

One  district  court  has  allowed  the  Government  to  assess  the  penalties 
against  the  surety  and  its  Miller  Act  bond.  However,  the  court  based  its 
holding  on  a  state  statute  that  allowed  the  assessment  of  penalties  against 
a  surety  when  the  surety  contests  the  underlying  debt.""'  In  another  district 
court  case,  the  court  disallowed  the  Government's  penalty  claim.""  In  this 
case,  the  court  noted  that  the  Miller  Act  made  no  provision  for  penalties 
on  withholding  taxes,  but  the  court  did  admit  that  both  interest  and  penal- 
ties are  included  in  the  definition  of  the  word  tax  under  §6659(a)(2)  of  the 
Internal  Revenue  Code.'"-'  The  court  held  that  this  specific  statutory  refer- 
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ence  was  not  enough  to  impose  the  liability  for  penalties  on  the  surety, 
without  authorization  by  a  state  statute.  It  should  be  noted  that  in  this  case 
the  surety  had  already  paid  the  interest  on  the  taxes  owed  and  had  admit- 
ted the  underlying  liability  for  the  tax  claim."" 

Finally,  one  district  court  has  awarded  the  Government  interest  and 
penalties  on  the  Government's  claim  against  a  Miller  Act  surety.""  Here 
the  court  held  that  Colorado  law  allowed  for  the  imposition  of  penalties 
against  a  surety  and  that  the  assessment  of  penalties  and  interest  were 
proper,  as  the  surety  had  denied  liability  of  the  underlying  taxes  owed  and 
had  paid  nothing  towards  the  taxes  or  interest.  Further,  the  court  held  that 
a  penalty  is  a  tax,  as  the  Internal  Revenue  Code  clearly  defines  "penalties" 
as  "taxes."'"  However,  the  sections  of  the  Internal  Revenue  Code  that  the 
court  used  for  this  definition  of  "taxes"  specifically  state  that  they  apply 
only  to  the  Internal  Revenue  Code  which  has  not  been  incorporated  by 
reference  into  the  Miller  Act."* 


DEFENSES  TO  PAYMENT 
BOND  CLAIMS 


If  the  prime  contractor  or  its  surety  can  demonstrate  that  the  payment 
bond  has  been  discharged,  released  or  waived,  then  the  prime  contractor 
and  its  surety  are  not  responsible  for  claims  of  businesses  furnishing  labor 
or  materials  to  a  subcontractor  since  there  is  no  privity  of  contract  with 
the  prime  contractor.  One  of  the  major  defenses  asserted  by  prime  con- 
tractors and  sureties  in  an  effort  to  avoid  liability  on  the  bond  is  payment 
in  full. 


PAYMENT  TO  THE  Payment  is  a  valid  defense  to  an  action  brought  by  a  supplier  or  subcon- 
SUBCONTRACTOR  ^factor  under  the  Miller  Act  only  if  the  supplier  or  subcontractor  has  actu- 
ally received  payment.  Thus  a  Court  held  that  the  prime  contractor,  even 
though  it  had  paid  its  subcontractor  in  full,  does  not  escape  liability  to  an 
unpaid  supplier  of  its  subcontractor  because  the  Miller  Act  imposes  on  the 
prime  contraaor  the  duty  to  see  that  actual  payment  was  made  to  the  sup- 
plier.'"' A  joint  checking  agreement  between  the  prime  contractor  and  one 
of  its  subcontractors  whereby  the  prime  contractor  delivers  its  payment  to 
its  subcontractor  by  checks  requiring  the  joint  endorsement  of  the  sub- 
contractor and  materialman  does  not  afford  a  defense  if  the  materialman 
actually  was  not  paid."* 

As  recently  as  Oct.  21,  1986,  the  Ninth  Circuit  reaffirmed  that  a  joint 
checking  agreement  was  no  defense  to  a  prime  contractor  who  was  sued 
by  its  subcontractor's  supplier  for  nonpayment.  In  this  case,  the  supplier 
not  only  signed  a  Uniform  Commercial  Code  (UCC)  document  transfer- 
ring ownership  of  the  equipment  supplied  to  the  prime  contractor,  but 
also  signed  an  endorsement  clause  on  the  reverse  side  of  four  separate 
joint  checks.  The  endorsement  required  the  supplier  to  acknowledge  full 
payment  for  all  material  and  labor  provided  up  to  that  point.  When  the 
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subcontractor  declared  bankruptcy,  its  supplier  sued  both  the  prime  con- 
tractor and  its  surety  under  the  Miller  Act.  The  prime  contractor  .ind  its 
surety  argued  that  the  supplier  was  not  entitled  to  recovery  under  the 
Miller  Act  on  the  grounds  that  its  acceptance  of  the  endorsement  provi- 
sions on  the  joint  checks  constituted  a  waiver  of  its  rights  under  the  Miller 
Act.  The  Ninth  Circuit  held  that  there  was  no  waiver  because  there  was 
insufficient  consideration  for  the  release.""  Furthermore,  a  supplier  does 
not  lose  its  Miller  Act  right  when  it  deducts  from  a  joint  checking  account 
those  amounts  currently  owed  it."" 

A  subcontractor  or  the  supplier  of  a  subcontractor  must  apply  funds 
received  from  the  subcontractor  to  the  specific  account  for  the  specific  gov- 
ernment project,  if  the  subcontractor  or  supplier  knows  the  funds  originate 
from  a  contract  on  a  government  project.'"  When  a  sub-subcontractor  or 
supplier  has  knowingly  misapplied  funds,  those  funds  must  be  reallocated 
to  the  proper  accounts."-  This  rule  is  based  on  the  principle  that  it  would  be 
manifestly  unfair  to  allow  a  sub-subcontractor  or  supplier  to  satisfy  old  debts 
on  unbonded  jobs  out  of  funds  received  on  current  government  projects 
and  thereby  retain  a  substantial  claim  on  the  Miller  Act  bond. 

Once  a  sub-subcontractor  or  supplier  has  proven  that  there  is  a  balance 
due  on  a  Miller  Act  bond  and  has  proven  the  other  aspects  of  its  case,  as 
discussed  previously,  then  the  defendant,  whether  it  be  ihe  prime  contrac- 
tor or  its  surety,  has  the  burden  of  proving  by  a  preponderance  of  the  evi- 
dence that  there  has  been  a  misapplication  of  funds.  An  appellate  court 
reversed  a  lower  court  ruling  which  found  a  misapplication  of  funds  by  a 
supplier  and  imposed  a  high  standard  on  a  prime  contractor  to  prove  mis- 
application of  funds."'  The  court  held  it  was  equitable  to  impose  such  a 
standard  on  the  prime  contractor  since  the  court  determined  that  the  prime 
contractor  could  have  proteaed  itself  by;  (a)  issuing  joint  checks  to  the  sup- 
plier and  subcontractor;  (b)  requiring  the  subcontractor  to  post  a  bond;  or 
(c)  contacting  the  supplier  directly  to  verify  the  payments  and  the  applica- 
tion of  payments.  This  rationale  of  the  court  on  joint  checks  fails  to  con- 
sider that  if  the  subcontractor  forges  the  supplier's  endorsement,  the  prime 
contractor  and  its  surety  are  not  protected  since  the  supplier  still  has  a 
viable  Miller  Act  case  because  payment  was  not  received  by  the  supplier. 

Effect  of  Board  or  Arbitration  Proceedings 

The  fact  that  there  is  a  dispute  between  the  government  and  the  prime 
contractor  in  connection  with  the  subcontractor's  claim  normally  does 
not  affect  the  claimant's  rights  to  proceed  on  the  bond  under  the  Miller 
Act.  Since  the  government  does  not  have  privity  with  the  subcontractor 
and  has  no  legal  obligation  to  it,  a  requirement  that  the  subcontractor  sub- 
mit its  claim  under  the  disputes  clause  of  the  prime  contract  will  not 
require  it  to  surrender  its  rights  under  the  Miller  Act.  Courts  are  reluctant 
to  incorporate  into  a  subcontract  the  provisions  of  a  prime  contract  which 
could  adversely  affect  the  rights  of  a  subcontractor  under  the  Miller  Act."' 
Because  of  this,  subcontractors  are  generally  not  subject  to  the  disputes 
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clause  in  the  prime  contractor's  contract  with  the  government,"*  unless 
there  is  a  showing  of  clear  subjective  intent  on  the  subcontractor's  part  to 
have  disputes  resolved  according  to  the  incorporated  clause.""  However, 
It  should  be  noted  that  courts  interpreting  state  statutes  similar  to  the 
Miller  Act  will  not  necessarily  follow  this  reasoning."' 

If  the  supplier  or  subcontractor  agrees  to  be  bound  by  the  government 
board  or  court  regarding  disputes  with  the  prime  contractor,  then  the  sup- 
plier or  subcontractor  must  preserve  its  Miller  Act  suit  by  filing  it  in  a  time- 
ly manner.  However,  the  suit  may  be  held  m  abeyance  and  stayed  until 
the  board  or  court  rules.""  Similarly,  if  there  is  an  arbitration  provision  in 
the  contract,  the  suit  to  enforce  the  Miller  Act  bond  rights  should  be  filed 
in  a  timely  manner,  recognizing  that  it  will  be  subject  to  a  stay  order  being 
issued  until  the  arbitration  is  concluded. 

Waiver  of  Miller  Act  Rights 

The  courts  uniformly  have  held  that  because  of  the  remedial  nature  of  the 
Miller  Act,  a  waiver  of  a  subcontraaor's  or  supplier  s  rights  under  the  Act 
must  be  clear  and  explicit.  A  payment  to  a  subcontractor  and  the  mate- 
rialman jointly  by  check  containing  a  stamped  waiver  was  held  not  to  be 
binding  on  the  supplier."'  Nor  does  the  inclusion  of  provisions  in  the 
prime  contract  void  the  rights  of  a  subcontractor  or  supplier  to  proceed 
under  a  Miller  Act  bond.'-" 

Instituting  an  Action  Under  a  Miller  Act  Payment  Bond 

The  Miller  Act  provides  that  those  sub-subcontractors  and  suppliers  who 
have  a  contract  only  with  a  subcontractor  must  provide  written  notice  to 
the  prime  contraaor  within  90  days  from  the  date  on  which  such  sub- 
subcontractor  or  supplier  performed  the  last  labor  or  supplied  the  last  of 
the  material  for  which  the  claim  is  made.  There  is  no  notice  requirement 
imposed  upon  subcontractors  and  suppliers  who  deal  directly  with  the 
prime  contractor.'-' 

The  Miller  Act  speaks  in  terms  of  the  90-day  notice  running  from  the  date 
the  last  labor  or  material  was  supplied.  What  is  the  effect  if  the  second- 
tier  subcontractor  or  supplier  gives  notice  before  it  fully  performed  its  con- 
tract? Currently,  the  courts  are  split.  The  Third  Circuit  decided  that  notice 
given  before  the  actual  final  day  of  work  was  premature  and,  therefore, 
dismissed  the  suit.'-"  The  Tenth  Circuit  has  held  that  pre-completion 
notice  is  sufficient  as  the  90-day  notice  requirement  is  intended  merely  to 
extend  the  period  in  which  subcontractors  can  assert  a  claim.'-' 

The  Fourth  Circuit  also  held  that  the  second-tier  subcontractor  or  suppli- 
er can  give  notice  at  any  time  during  performance  and  not  just  after  the 
last  day  of  actual  performance."'  The  court  ruled:  "The  notice  is  timely  if 
given  within  90  days  after  performance  of  the  last  labor  or  supply  of  last 
material  for  which  such  claim  is  made."  However,  the  Fourth  Circuit  lim- 
ited the  second-tier  subcontrartor  or  supplier  to  recovering  only  those 
damages  that  accrued  prior  to  the  notice. 
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when  is  the  notice  to  be  given  if  the  sub-subcontractor  pulls  off  the  pro- 
ject with  the  expectation  of  returning,  but  is  not  permitted  to  return  to 
work?  The  courts  have  ruled  that  the  90-day  notice  period  begins  when  a 
second-tier  subcontractor  leaves  the  jobsite,  even  if  it  expects  to  return 
and  finish  the  work.'-'  Iri  order  to  avoid  a  notice  being  considered  untime- 
ly under  such  a  circumstance,  the  notice  should  be  given.  However,  if  the 
sub-subcontractor  is  fjermitted  to  return  to  work  within  the  90-day  peri- 
od, then  the  notice  could  and  should  be  retracted  and  then  resubmitted 
once  the  work  is  finished. 

As  to  lease  payments,  the  courts  have  determined  that  the  90  days  begin 
for  a  lessor  on  the  day  the  subcontractor  (lessee  of  equipment)  ceases 
work  on  the  project.'-'  Thus,  rental  payments  have  no  relationship  to  the 
90-day  notice  period.  Notice  given  when  the  subcontractor  fails  to  pay 
rent  at  the  time(s)  required  by  the  lease,  but  before  it  ceases  work,  would 
be  untimely  and  might  lead  to  dismissal  of  the  suit  or  reduction  of  the 
amount  which  the  lessor  can  recover  depending  in  which  circuit  the  suit 
is  brought. 

In  a  1 979  case,  the  court  had  to  resolve  the  90-day  notice  provision  in  a 
situation  involving  a  supplier  who  had  a  contract  with  the  subcontractor 
who  went  bankrupt,  but  the  prime  contractor  still  needed  materials  from 
the  supplier.'"  The  prime  contractor  paid  the  supplier  directly  for  the 
materials  the  prime  contractor  purchased.  The  supplier  wanted  the  90 
days  to  mn  from  the  date  it  last  supplied  goods  to  the  prime  contractor, 
but  the  court  rejected  this  argument  and  held  that  the  90  days  began 
when  the  supplier  last  delivered  goods  that  the  subcontractor  ordered. 

Even  if  a  sub-subcontraaor  has  noi  given  notice  within  90  days  from  the 
date  it  last  performed  work,  one  court  has  allowed  a  second-tier  subcon- 
tractor to  base  the  90-day  notice  period  on  a  third-tier  subcontractor's  last 
day  of  performance.'^' 

Special  notice  requirements  are  placed  upon  the  United  States  when  the 
government  intends  to  bring  suit  under  the  Miller  Act  for  collection  of 
unpaid  withholding  taxes.  The  United  States  must  give  the  surety  written 
notice  of  the  unpaid  withholding  taxes  within  90  days  of  the  date  on 
which  the  contractor  files  a  quarterly  withholding  tax  return  on  those 
taxes.  In  addition,  the  notice  must  be  provided  to  the  surety  within  180 
days  of  the  quarterly  withholding  return's  due  date."^  In  other  words,  for 
the  government's  notice  to  be  timely,  the  surety  must  receive  notice  of  the 
unpaid  taxes  within  90  days  of  the  filing  of  the  contractor's  quarterly  with- 
holding tax  return,  but  not  later  than  180  days  of  the  quarterly  withhold- 
ing return's  actual  due  date. 

Sufficiency  of  the  Notice 

To  be  in  compliance  with  the  Miller  Act,  the  notice  must  name  the  recip- 
ient of  the  labor  or  material  and  the  amount  of  claim  with  substantial 
accuracy.""  Such  notice  is  a  condition  precedent  to  the  exercise  of  the 
claimant's  rights."'  Oral  notice  will  not  meet  the  statutery  requirement."' 
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The  notice  must  be  in  writing  and  must  be  sent  or  presented  to  the  prime 
contractor  by,  or  on  authority  of,  the  claimant  and  must  inform  the  prime 
contractor,  expressly  or  by  implication,  that  the  claimant  is  looking  to  the 
prime  contractor  for  payment  of  the  claimant's  bill.'" 

All  the  statute  requires  is  substantial  accuracy;  thus  a  statement  of  the 
exact  amount  owing  to  the  claimant  need  not  be  contained  in  the 
notice."''  Although  the  statute  requires  that  notice  "shall"  be  by  registered 
mail,  the  courts  tend  to  excuse  this  requirement  when  it  is  shown  that  a 
prime  contractor  actually  has  received  notice."^  The  Fifth  Circuit  has  held 
that  oral  statements  made  to  the  contractor  may  be  considered  in  deter- 
mining the  sufficiency  of  notice.  All  that  is  required  is  "that  there  exists  a 
writing  from  which,  in  connection  with  oral  testimony,  it  plainly  appears 
that  the  nature  and  state  of  indebtedness  was  brought  home  to  the  gener- 
al contractor."'" 

One  court  has  held  that  the  purpose  of  the  Miller  Act's  manner  of  service 
requirement  was  not  to  establish  a  condition  precedent  for  maintaining  a 
suit,  but  simply  was  to  provide  a  mode  of  service  which  would  afford  suf- 
ficient proof  of  receipt  of  the  required  notice.""  The  failure  to  follow  the 
statute  precisely  in  this  regard  needlessly  furnishes  the  prime  contractor 
and  its  surety  with  a  defense  to  an  otherwise  recoverable  Miller  Act  suit 

Suit  Must  be  Brought  Within  One  Year 

Section  270b(b)  provides  that  no  suit  may  be  maintained  on  the  bond  by 
a  claimant"  after  the  expiration  of  one  year  after  the  day  on  which  tfie  last 
labor  was  performed  or  material  was  supplied  by  him."  Technically,  the 
claimant  must  file  its  claim  after  the  90-day  notice  period  has  expired  but 
before  one  year  has  passed.  Notice  filed  before  the  90  days  have  elapsed 
is  premature,  and  the  claimant  who  files  suit  after  one  year  from  the  date 
the  last  work  or  material  was  supplied  is  too  late.  In  a  case  where  the 
claimant  filed  suit  prior  to  the  expiration  of  the  90-day  period,  the  district 
court  refused  to  allow  the  claimant  to  file  a  supplemental  pleading  and 
dismissed  the  suit.""  The  First  Circuit  reversed  and  allowed  the  supple- 
mental pleading,  holding  there  was  no  prejudice  to  the  surety  and  no  pur- 
pose of  the  Miller  Act  or  federal  rules  would  be  served  by  denying  the 
claimant  relief."' 

The  one-year  period  for  filing  suit  under  the  Miller  Act  is  statutory  and 
jurisdictional,  and  is  not  subject  to  waiver  by  the  defendant  either 
expressly  or  implicitly.'*'  Neither  administrative  consideration  of  the  claim 
such  as  by  a  Board  of  Contract  Appeals  nor  arbitration  nor  any  other  court 
proceeding  can  begin  the  running  of  the  one-year  period."'  The  one-year 
requirement  for  filing  a  Miller  Act  suit  is  not  excused  merely  because  the 
contending  parties  are  engaged  in  ongoing  negotiations  in  an  effort  to 
reach  settlement.  However,  if  a  subcontractor  or  supplier  does  not  file  its 
suit  within  the  one-year  period  as  a  result  of  being  misled  to  its  detriment 
by  representations  of  the  other  party,  the  surety  may  be  equitably  denied 
the  defense  of  untimeliness."' 
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Although  many  construction  subcontracts  contain  provisions  requiring 
that  parties  submit  their  claims  to  arbitration,  the  presence  of  the  arbitra- 
tion provision  does  not  operate  to  suspend  the  one-year  limitation  of  the 
Miller  Act.  One  procedure  in  such  circumstances  is  to  file  the  Miller  Art 
suit  within  the  statutory  period  and  then  request  a  stay  of  proceedings 
pending  the  results  of  the  arbitration.'"  The  refusal  of  the  court  to  grant  a 
stay  pending  arbitration  in  the  Miller  Art  case  is  appealable.'" 

Venue  for  Miller  Act  Suits 

Section  270b(b)  of  40  USC  provides  "Every  suit  instituted  under  this  sec- 
tion shall  be  brought  in  the  name  of  the  United  States  for  the  use  of  the 
person  suing  in  the  United  States  distrirt  court  for  any  distrirt  in  which  the 
contrart  was  to  be  fjerformed  and  executed  and  not  elsewhere.  .  ." 
Therefore,  there  is  no  choice  of  forum,  and  the  plaintiff  is  required  to 
resort  to  the  federal  distrirt  court  for  the  distrirt  in  which  the  work  was 
performed. 

Some  courts  demand  strict  compliance  with  this  venue  requirement.  In 
one  case  the  claimant  filed  the  suit  in  the  Eastern  Distrirt  of  Louisiana,  but 
the  contract  was  actually  performed  in  the  Western  District  of 
Louisiana.'"  The  Fifth  Circuit  remanded  the  case  to  the  Eastem  Distrirt 
Court  to  determine  if  the  interests  of  justice  required  that  the  suit  be  dis- 
missed or  transferred  to  the  Western  Distrirt  Court.  However,  in  an  earli- 
er case,  the  Court  ignored  the  improper  venue  on  the  basis  it  did  not  affert 
any  substantial  rights  of  the  parties,  and  the  court  refused  to  order  the 
additional  delay  and  expense  of  another  trial  in  the  proper  distrirt  court.'" 
Since  the  venue  requirement  refers  not  to  the  jurisdiction  of  the  Court  but 
rather  to  the  venue,  this  venue  requirement  may  be  waived  by  the  defen- 
dant.'" 

In  order  to  make  service  of  process  on  a  defendant  under  the  Miller  Art, 
the  entire  United  States  and  its  possessions  are  within  the  jurisdiction  of 
the  Federal  Distrirt  Courts."* 

See  Appendix  B  for  a  checklist  of  Subcontractor's  Rights  Urxier  a  Prime 
Coruractor's  Payment  Bond. 
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Chapter  4 

Bond  Claims  Against 

the  Subcontractor 


PERFORMANCE      We  have  discussed  subcontractor  rights  under  the  general  contractor's 
BOND  CLAIMS      Payment  bond.  But  what  happens  if  a  bonded  subcontractor  defaults  on 

a  contract?  There  are  generally  two  routes  through  which  a  case  can  end 

up  in  a  surety's  claim  department. 

First,  the  subcontractor  may  default  for  failure  to  perform  because  it  has 
run  out  of  money  or  because  the  subcontractor  finds  that  the  project  is 
beyond  its  ability  to  perform. 

Second  and  more  comrrwnly,  the  subcontractor  may  realize  before  actu- 
ally defaulting  that  it  is  in  trouble,  and  wisely  call  the  surety. 

In  either  case,  the  first  action  of  the  surety  is  to  investigate  the  facts  and 
determine  the  nature  of  the  problem.  Sometimes  this  process  can  uke 
longer  than  the  subcontractor  or  the  general  contractor  would  like,  but  the 
surety  is  entitled  to  look  before  it  acts. 

In  the  event  of  a  pending  voluntary  default,  the  surety  will  want  to  ascer- 
tain that  there  is  a  genuine  reason  for  its  involvement.  Many  times  a  sub- 
contractor actually  will  believe  that  it  is  going  into  banknjptcy  when  in 
fact  it  is  having  a  temporary  cash  flow  problem.  In  such  cases,  the  surety 
may  conclude  after  its  investigation  that  the  subcontractor  can  in  fact  sur- 
vive without  the  surety's  direct  involvement.  It  may  reassure  the  subcon- 
tractor's bank  and  its  creditors  of  its  support  and  institute  a  system  for 
maintaining  job  progress  review  and  the  payment  of  bills.  But  it  may  not 
have  any  financial  involvement. 

On  the  other  hand,  the  surety  may  perceive  that  a  genuine  problem  exists 
and  that  it  will  be  called  upon  to  fulfill  its  obligations.  In  such  cases,  the 
first  thing  the  surety  must  do  is  obtain  a  letter  from  its  principal  under  the 
bond,  the  subcontractor,  requesting  its  assisUnce.  Without  such  a  request, 
the  surety  may  be  construed  to  be  a  volunteer,  which  could  void  the  sure- 
ty's rights  under  the  indemnity  agreement  and  possibly  its  subrogation 
rights.  Once  the  surety  has  determined  the  scope  of  the  problem  and  the 
extent  of  its  responsibility,  it  will  decide  on  the  best  method  of  solving  the 
problem  and  fulfilling  its  responsibilities. 
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THE  SURETY'S  OPTIONS      Basically,  there  are  three  options  available  to  a  sorety  to  cure  a  default  sit- 
uation: 

1 )  The  surety  can  finance  the  subcontractor  until  all  of  its  obligations  are 
satisfied.  The  advantage  of  this  method  is  that  it  masks  from  creditors 
the  faa  that  the  subcontractor  is  in  difficulty  thus  keeping  the  sub- 
contractor afloat,  the  organization  together  and  the  subcontractor, 
who  may  be  the  only  one  who  knows  the  problems  of  the  job,  on  the 
job.  If  the  subcontractor  stays  involved,  job  continuity  and  momen- 
tum are  maintained.  The  disadvantage  is  that  this  method  can  result 
in  the  expenditure  of  nrwre  dollars  than  for  which  the  surety  may  actu- 
ally be  liable.  In  addition,  unless  the  projects  are  inherently  profitable 
or  there  are  significant  assets  outside  the  construction  company,  it 
makes  recovery  of  funds  by  the  surety  difficult.  It  also  can  lead  to 
extreme  pressure  to  continue  to  guarantee  new  work  to  generate  prof- 
its to  offset  the  loss. 

2)  The  surety  can  contract  the  project  to  another  subcontractor.  Again, 
there  are  both  advantages  and  disadvantages.  The  loss  can  be  rea- 
sonably well  defined  by  virtue  of  the  signing  of  a  contract  with  a  new 
subcontractor.  However,  the  surety  runs  the  risk  of  alienating  the  orig- 
inal subcontractor  and  making  recovery  difficult.  Furthermore,  the 
original  subcontractor  will  be  krrown  as  one  having  problems  and 
could  be  forced  into  bankruptcy  with  all  the  additional  problems  that 
situation  may  raise. 

3)  The  surety  may  let  the  general  contractor  finish  the  project  and  reim- 
burse it  up  to  the  limit  of  the  bond. 
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Chapter  5 

The  Role  of  the  Professional 

Surety  Bond  Producer 


The  fact  that  most  surety  companies  will  accept  business  only  through 
independent  agents  and  brokers,  also  called  producers,  works  to  every- 
one's benefit.  The  subcontractor  has  an  opportunity  to  dress  rehearse 
every  proposal  and  has  the  advantage  of  having  someone  available  for 
consultation  who  is  not  necessarily  only  thinking  in  terms  of  "yes"  or 
"no."  Mutual  confidence  can  be  generated  between  subcontractor  and 
agent.  This  confidence  can  be  turned  into  candid  and  practical  sugges- 
tions and  advice  which  can  then  be  translated  into  positive  approaches  to 
a  surety  in  terms  that  the  surety  can  understand. 

To  put  it  another  way,  the  agent  translates  what  the  surety  says  into  terms 
the  subcontractor  can  understand  and  vice  versa. 

While  any  agent  licensed  to  produce  insurance  business  legally  is  per- 
mitted to  handle  surety  as  well,  relatively  few  agents  have  the  training  and 
experience  necessary  to  serve  a  subcontractor's  surety  needs  fully. 

A  subcontractor  can  look  for  a  number  of  things  in  determining  whether 
a  particular  agent  is  a  surety  professional  qualified  to  handle  a  business' 
surety  needs: 

•  An  understanding  of  the  construction  industry  and  the  construction 
process,  including  estimating,  bidding,  building  and  cost  control  sys- 
tems. 

•  Knowledge  of  construction  contracts  and  contract  law. 

•  An  awareness  of  local,  regional  and  national  construction  markets. 

•  An  understanding  of  basic  credit  principles. 

•  Familiarity  with  accounting  and  finance,  with  particular  emphasis  on 
the  American  Institute  of  Certified  Public  Accountants  (AICPA)  Audit 
Guide  for  Construction  Accounting. 

•  An  ability  to  analyze  financial  statements,  work-on-hand  schedules 
and  cash  flow. 

•  Experience  in  strategic  planning  and  management  practices  that  pro- 
mote successful  contracting. 

•  Active  involvement  in  construction  industry  associations. 

•  Membership  in  the  National  Association  of  Surety  Bond  Producers 
(NASBP). 

•  Knowledge  of  the  surety  market,  the  surety  credit  process  and  under- 
writing standards. 

•  The  respect  and  confidence  of  surety  underwriters. 

•  A  reputation  for  integrity. 
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Subcontractors  can  identify  most  of  these  characteristics  in  a  surety  pro- 
ducer by  posing  a  few  pertinent  questions.  After  the  initial  screening,  the 
contractor  might  want  to  have  its  financial  officer,  banker,  CPA  and  attor- 
ney interview  the  agent  in  order  to  evaluate  the  agent's  knowledge  of  con- 
tracts, finance  and  credit. 

The  professional  surety  agent  should  be  willing  to  furnish  references, 
including  the  names  and  phone  numbers  of  existing  contractor  and  sub- 
contractor clients,  all  surety  companies  represented  in  the  last  five  years, 
and  accountants  and  bankers  with  whom  the  agent  has  a  professional 
relationship. 

The  ideal  subcontractor-agent-surety  relationship  is  based  on  candor,  con- 
fidence and  communication.  The  subcontractor  who  peddles  its  case  to  a 
number  of  agents,  the  agent  who  peddles  his  or  her  case  to  a  number  of 
companies  and  the  surety  which  declines  without  sufficiently  giving  rea- 
sons, all  break  the  candor,  confidence  and  communication  ethic  to 
someone's  detriment. 

Surety  professionals  depend  on  the  construction  industry  for  their  liveli- 
hood. Therefore,  they  are  deeply  interested  in  keeping  subcontractors  and 
their  businesses  healthy.  The  best  way  to  accomplish  that  end  is  for  all 
parties  to  keep  open  the  lines  of  communications  at  all  levels. 
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'    U.S.  for  use  and  Benefit  of  Industrial  Lumber  V.  ED.  Rich.A73  F2d  730  (9th  Cir.  1973). 

'  Oesterreich  v.  CIR.  226  r2d  798  (9th  Cir.  1 955):  United  Pacific  Insurance  Co  v.  US  ex  rel. 
Misswippi  \/alley  Equipmeni  Co.,  296  E.2d  1 60  (8th  Cir  1 961 ):  U.S.  (or  rfie  use  and  benefit 
of  Eddies  Sales  and  Leasing,  Inc.  v.  Federal  Insurance  Co..  634  F2d  1050  (10th  Cir  1980) 

■  United  Pacific  Insurance  Co.  v.  U.S.  ex  rel.  Mississippi  Villey  Equipmeni  Co.,  296  F2d  1 60 
(8lhCir  1961). 

United  Stales  v.  Campbell,  293  F2d  816  (9th  Cir  1961). 
United  Slates  v.  Campbell  supra,  at  821 . 
'    United  Slates  V.  Federated  Insurance  Company  634  F2d  1050  (lOlh  Cir.  1980). 
Percival  Constnjamn  Co.  v.  Miller  and  Miller  Auaioneers,  Inc.,  387  FSupp.  882,  884 
(WD.  Okl.  1973).  aff'd,  532  F2d  166  (10th  Cir  1976).  See  also.  Union  Pacific  Railway  k 
Chicago  R..I.P  Railway,  163  U.S.  564,  582  16,  S.Ct.  1173,  1180,  41  L.Ed.  265  (1896); 
Watson  y.  United  States,  22  F2d  689  (10th  cir.  1955). 

United  Slates  v.  Federated  Insurance  Company  634  F2d  1050  (10th  Cir  1980). 
See,  Roanev.  United  Sates  Fidelity  and  Cuaraniy  Co.,  378  F.2d  40  (10th  Cir.  1%7). 
U.S  for  the  use  ofFainvell.  Ozinun.  Kiiii  &  Co.  v.  Shea-Adamson  Co..  21  F,Sopp.  831 
(D.C.  Minn..  1937). 

U.S.  hr  the  use  of  Collins  V.  United  States  FideHty  &  Guaranty  Co..  123  N.Y.S.  938  (1910). 

American  Surety  Co.  v.  U.S.  for  the  use  of  Barlow-Hehee  Laboratories.  Inc..  7b  F2d  67  (5ih 

Cir  1 935):  United  Stales  for  Use  and  Benefit  of  Naberhaus-Burke.  Inc  v.  Butt  and  Head. 

Inc..  535  F.Supp.  1155  (D.  Ohio.  1982). 

Standard  Acciden  Insurance  Co.  v.  U.S.  kr  the  use  of  Powell.  302  US.  442  (1938). 

U.S  tor  the  use  of  Sherman  V.  Carter,  353  U.S.  210(1957). 

U.S.  hr  the  use  of  Cobb-Strecker-Dunphy  A  Zimmerman,  Inc.  y.  MA  Monenson  Co.,  894 
F  2d  311  (8«hCir  1990). 

U.S.  for  the  use  of  Pitlsburgh-Oes  Moines  Steel  Co.  v.  MacOonald  Construction  Co.,  supra. 

U.S.  for  the  use  of  Bonlelh  Consolidated.  Inc.  v.  Markowit2  Bros.,  Inc.,  249  FSupp.  610 
(DC.  Guam.  1966). 

U.S.  ex  rel.  Southem  C-F  Co.  y  Landis  &  Young.  16  FSupp.  832  (WD.  La.,  1935). 
U.S.  nor  the  use  of  General  Accident  Fire  &  Life  Insurance  Corp.  y  Maguire  Homes,  Inc. 
186  F.Supp.  659  (D.  Mass.,  1959). 

FD.  Rich  Co.,  Inc.  y  U.S.  for  the  use  of  Industnal  Lumber  Co.,  (nc.  417  U3.  116(1974). 

Austin  Eicon  Corp.  y  AVCO  Corp.,  590  FSupp.  507  (WD.  Tex..  1 984). 

CurphyCo.  v.  fHiof,  207  F2d  103(5lhCir  1953);  US  for  the  use  of  Fdelity  National  Bank 

y  Rundle,  1 07  F  227  (9th  Cir  1 901 );  United  States  for  the  use  ot  Owens-Coming  Fiberglass 

Corp.  y  Brandt  Constnxtmn  Co.,  595  FSupp.  1117  (DC.  CD.  III.,  1 984). 

US.  for  the  use  of  Pittsbuigh-E)es  Atorws  Steel  Co.  v.  MacOonald  Construction  Co..  281 

FSupp.  1010  (E.D.  Mo.,  1968). 

U.S.  for  the  use  a  First  Continental  National  Bank  £  Trusf  Co.  v.  Western  Contracting 

Corp..  341  F2d  383  (8th  Cir  1%5). 

U.S.  (or  the  use  and  benefit  of  Mobile  Premix  Concrete,  Inc.  v.  Santa  Fe  Engineers,  Inc., 

515  F.Supp.  512  (D.C.  Colo.,  1981);  US.  ibr  the  use  and  benefit  ol  Pittsburgh-Oes  Moines 

Steel  Co.  y  MacOonald  Construction  Co..  281  FSupp.  1010  (DC.  E.O.  Mo.,  1968):  US. 

tor  the  use  ofWitsobaugh  A  Co  y  Seaboard  Surety  Co..  26  FSupp.  681  (1938)  affd  106 

F2d  355  (1939). 
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"    U.S.  lor  ihe  use  and  Benefil  o>  feixlun  Conslmaion  Co.  v.  Haneam  Croup  Inc   91 8  F 

2d915(nthCir  19901. 

US  lor  the  use  and  benefif  oi  Manani  v.  Piracci  Construaion  Co..  Inc.  405  F  Supp.  904 
(D  C  D  o(  C.  1 975);  US  lor  the  use  and  benefit  oi  Cray-Bar  eiearic  Co..  Inc  v.  I.H. 
Copeland  and  Sons.  568  F.2d  1 1 59  (5ih  Cir  1 9781. 

US  tor  the  use  and  beneilt  of  T.N.S.  Mechanical  Contraaors.  Inc  v.  Millers  Mutual  Fire 
Insurance  Co  at  Texas.  942  f.  2d  946  15th  Cir  1991 ) 

US  tor  the  use  and  benefit  OI  Heller  Electric  Ca  Inc  V  Wilham  F  Klingensmith  Inc    670 
F2d  1227  (D.C.  Cir.  19781. 

*■   40  U.S.C.  §270a(dl. 

'    Fago  Construction  Co..  1 62  F.Supp  238  (D.C.  W.D  NY,  1 957)  andCeneral  Casualty  Co. 

OI  America  v.  U.S..  205  F2d  753  (SHi  Cir.  19531. 

U.S.  V.  American  Manutacturers  Mutual  Casulaty  Co..  901  F.  2d  370  (4th  Cir.  1 990). 

U.S  tor  use  and  benefit  OI  Peevy  V  Pensxola  Construction  Co..  257  F.Supp.  131  (WD 
Ark.,  1966). 

United  Pacific  Insurance  Co.  v.  United  Slates.  320  F.Supp.  450  (D.  Ore.,  1 970). 

26  U.S.C.  §6659(aK21.  This  section  has  sirKe  been  amended  and  is  now  codified  as  26 

U.5.C.  §6662(a)(2). 

"    United  Pacific  Insurance  Co.  v  United  States.  320  FSupp.  450  (D  Ore.  1 970). 

United  States  oi  America  v.  United  States  Fidelity  and  Cuaranty  Company  FSupp.  Civil 

Action  No.  84-IM-873  (D.  Col..  1986). 
"    26  U.S.C.  §§6662(a)(2)  and  6671(a). 
'   See  40  U.S.C.  §270ald),  26  U.S.C.  §§6662(aHsl  and  6671(a). 

Moyer  v.  US  lor  the  use  ot  Trane  Co..  206  F.2d  57  (4th  Cir.  1 953). 

"    U.S   lor  the  use  01  Porrtona  Title  Manutactunng  Coq>.  V  KelleyASb  f  2d  ^  48  i9t^Cit 
1972). 

United  Slates  lor  the  use  of  Youngstown  Welding  and  engineering  Co  v.  The  Travelers 
Indemnity  Co.  and  AS.C  Constwaors  Inc..  Nos  84-1673  and  84-1 704  (9th  Cir  October 
21,  1986) 

U.S.  tor  the  use  of  links  Lumber  Co..  Inc  v.  Federal  Insurance  Co   483  F  2d  1 53  (5th  Cir 
1973). 

US.  OI  America  tor  the  use  and  benefit  oi  General  Electric  Supply  Co  v  Wihng,  646  F  2d 
1037  (5th  Cir.  1981). 

■'    U.S.  lor  the  use  OI  links  Lumber  Co..  Inc  v  Federal  Insurance  Co..  483  F.2d  1 53  (Sih  Cir 
1973). 

'    U.Sot  Amenca  lor  use  and  benefit  oi  General  Elearic  Supply  Co.  v.  Wiring,  646  F  2d 
1037  (5th  Cir.  1981). 

Feld  Roofing  i  Sheet  Metal  Corp  v.  Seaboani  Surely  Co..  294  F.Supp.  1 1 2  (E.D.  Va.,  1 968): 
see  also:  Wamor  Constnjctors.  Inc.  v.  Haiders  Inc..  387  r2d  727  (5lh  Cir.  1967). 
U.S.  for  and  on  behalf  ot  Delta  Metals.  Inc.  v.  R.M.  Wells  Co..  Inc..  497  F.Supp  541 
(D.Ga.,  1980) 

■    United  States  lor  use  and  benefit  of  Bs  Co  i-  Cleveland  Eleanc.  3  73  F.2d  585  (4th  Cir. 
1967). 

AS.  and  H.  Construaion  Co.  v.  Richmond  County  Hospital  Authority.  473  F  2d  21 2  (5th  Cir 
1973). 

Rudneick  i  Co.  v.  Daniel  el  al..  357  F.Supp  853  (NO.  Ill  1973):  US  for  use  oi  Spike 

Voudourisv  Titan  Pacific  Constwaion  Co.  iO.C.  Wash.   No.C79-131SC  1982). 

U.S  tor  the  use  01  ClarkTiana  Point  Co..  397  F.2d  8  (4ihCir.  1968):  U.S.  lor  the  links 

Lumber  Co..  Inc.v.  Federal  Insurance  Co.. ASi  F2d  153  (5ih  Cir  1973) 

U.S.  tor  the  use  or  T/hl  Plumbing  &  Heating  Co.  v.  Fryt  Construaion  Corp.  423  F2d  980 

(5th  Cir  1970):  US.  tor  the  use  Ot  Pembroke  Steel  Co  v.  Phoenix  General  Constniamn 

Corp..*b2  F2d  1098  (4th  Cir.  19721. 

462  F2d  1098  (4th  Cir.  1972)  40  U.S.C  <i270bla). 

Oravo  Corp.  v.  Robert  R  Kems.  Inc..  655  F2d  503  (3rd  Cir.  1 981 ). 

U.S.  lor  the  use  and  benefit  oi  Moody  V  American  Ins  Co..  835  f  2d  745  (lOthCir.  1987) 

U.S.  tot  the  use  OI  Honeyvell.  Inc  v.  A&L  Mechanical  Contraaors.  Inc  and  LeBlure 

Construaion  Co  National  Surely  Corp..  677  F2d  383  (4th  Cir.  1982). 

U.S.  lot  use  of  lohn  P  Ahem  Co..  Inc  v.  IF  Whmng  Contraaing  Co.,  649  F2d  29(1  si 

Cir.  1 981  ):A.«CooteyK  Batten  &  Wood.  Inc..  249F.2d9l2  list  Cir.  1956). 
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U.S.kxuieot  SBC  Univeml  Builder's  Supply.  Inc.  v.  Fidelity  S,  Oeptxit  Co.  of  Mnylind, 
475  FSupp.  672  (ED.  NY.  19791. 

U.S.  tor  Me  ot  Olmsteid  Eleanc  v.  Neofho  Coitsmjction.  S99  F.2d  930  (10th  Cir,  1979). 
U.S.  hr  the  use  oi loi.  J  Richankon  v.  Cl.T  ConamcTioo,  453  FSupp.  435  (D.C.  Del. 
19781.  as  kxrheuseolHT  Sweeney  v  Cl.T  Const  Co., /nc,  415  FSupp.  1328  (D.Del 
19761. 

40  U.S.C,  §270a(d).  Howevei,  ihe  United  Stales  shall  give  the  surety  Of  sureties  on  such 
bond  written  notice,  with  respect  to  any  such  unpaid  taxes  attributable  to  any  period,  with- 
in ninety  days  after  the  date  when  such  contractor  files  a  return  tor  such  period,  except  that 
rw  rxxice  shall  be  given  more  than  one  hurxired  and  eighty  days  from  the  date  when  a 
return  lor  the  period  was  required  to  be  filed  urxler  the  Interrtal  Revenue  Code  o*  1 954. 
Section  6071  ot  Title  26  provides  tor  the  Secretary  o*  the  Treasury  to  prescribe  the  time  tor 
filing  returns  by  regulations  when  not  otherwise  provided  m  Title  26.  Treasury  Regulations 
S31.6071la(-I  provides  that  quarterly  tax  returns  must  be  filed  on  or  before  the  last  day  of 
the  first  calendar  nvxith  followir>g  the  period  for  which  it  is  made. 
40  use  §270b(a). 

U.S.  lor  Ihe  use  ol  Ceneal  ftectnc  v.  A.I.  Levms  Constwaion  Co..  375  F.2d  194  (19471: 
U.S.  lor  use  of  Altmsn  V.  Voung  lumber  Co.,  376  FSupp.  1290(1974):  U.S.  tor  use  of  lohn 
D   AhemCo.  v.  I.F.  VVJiiie  ConiracTing  Co.,  649  F.2d  29  (1st  Cir.,  1981). 
U.S.  tor  the  use  of  Acme  Transfer  &  Trucking  Corp  v.  Kaiser  Inc.  270  FSupp.  21 5  (ED 
Wis.,  19671:  Roane  V.  United  States  Fidelity  &  Guaranty  Corp..  378  F.2d  40  (10th  Cir.. 
1967):  United  Slates  lor  use  of  Forrjham  v.  P.W  Parker.  Inc..  504  FSupp.  1066  (D.  Md. 
1980). 

Sowdfenv.  U.S.  lor  the  use  of  Malloy.  239  F.2d  572  (9th  Cir.  1956):  US  for  the  use  ot 
Bailey  v.  Freethy  469  F.2d  1 348  (9th  Cir.  19721. 

Scholes.  Inc.  v.  US.  lor  the  use  of  Moore  Equipment  Co..  295  r2d  366  (10th  Cir.  1961 ). 
U.S.  lor  the  use  ot  Hallenback  V  Fleisher  Engineenng  Cotmruction  Co..  i^^  U.S.  15 
(1940):  US  lor  the  use  of  KellyMohrhusen  Co..  Inc.  v.  Batnode  Co..  Ltd..  457  F.2d  116 17th 
Cir.  1 9721:  U.S.  tor  Use  of  Hillsdale  Rock  Company  v.  Cottelyou  and  Cole,  Inc..  581  F.2d 
239  (9th  Cir  1978),  US.  for  use  of  Richardson.  Inc  v.  f/.T  Consmxtion  Co.,  453  FSupp. 
435  (O.  Del.,  1978),  U.S.  for  use  of  Creenwald  Industrial  Products  Co.  v.  Barlow's 
Commercial  Constwaion  Co..  567  FSupp  467  IDC.  D  of  C,  1983). 
U.S.  for  the  use  of  Consolidated  Clectncal  Distributors.  Inc.  v.  Altech,  Inc..  929  F.  2d  1 089 
(5th  Cir.  19911. 

U.S.  for  use  ot  Excavation  Corvtruction.  Inc.  v.  Clenn-Stewan  PitKkrvy  Builders  and 
Developers.  Inc.,  385  FSupp.  289  (D.  Del.,  19751. 

U.S.  for  the  use  and  benefit  of  Capital  Electric  Supply  Co..  Inc.  v.  C.I.  Electncal  Contraaors, 
Inc.,  535  F.2d  1  326  (1st  Cir.  19761. 

Also,  see  Secunfy  Insurance  Co  v  US.  ex  re/.  Hoydis.  338  F.2d  444  (9lh  Cir.  19641. 
U.S.  for  the  use  of  Soda  v.  fi/lontgomery,  253  F  2d  509  (3rd  Cir.,  1958). 
U.S.  for  the  use  of  BerkavnU  v.  Frankini  Conanxtion  Co..  1 39  F.Supp.  1 53  (D  Mass., 
1956). 

Finley.  Inc.  v.  Pfrcher  t/vingsione <S  Wallace,  Inc.,  31 4  F.Supp.  654  (DC.  S.D.  Georgia, 
1 970):  General  Insurance  Co.  of  Amenca  v.  US.  for  Ifte  use  of  Moore  i  Sons,  406  F.2d 
442  (Sih  Cir.  1 9691'  U  S.  tor  Ihe  use  of  Bagnal  Builders  Supply  Company  v.  United  States 
Fidelity  i  Guaranty  Co..  A}  \  F.Supp.  1333  IDC.  DSC,  19761:  U.S.  lor  uie  of  Cane  of 
New  England.  Inc.  v.  Diamond Consnuaion.  Inc..  582  F.Supp.  886  (DC.  Mass.,  1984). 
U.S.  tor  itte  use  of  Wrecking  Ccxp.  o)  Amenca  v  Marden  Corp..  406  F.2d  525  (Is!  Cir. 
1969). 

Ets-Horkin  i  Calvan.  Inc.  v.  U.S.  tor  the  use  ot  Pratt,  Inc..  350  F2d  871  (9th  Cir.  1%51. 
U.S.  for  the  use  and  benefit  of  Harvey  Gulf  International  Maritie.  Inc  v.  Maryland  Casualty 
Co..  573  F.2d  245  (5th  Cir.  1978). 
Whittier  v  Emmet.  281  F.2d  24  (DC.  Cir.,  19601. 

U.S.  for  ilie  me  of  Bailey-Lewis-Williams  of  Florida.  Inc.  v  Kiewit  Sons  Co.  of  Canada  Ltd.. 
195  F.Supp.  752  (DC,  1%11,  affd  299  F.2d  930  (Dist.  of  Col.  Cir.  1961):  U.S.  for  the  use 
of  Mitchell  Bros.  Truck  Lines  Corp.  v  len-Mar  Consnuaion  Corp..  223  F.Supp.  646  (D. 
Oregon,  1%3). 

U.S.  tor  the  use  ol  ailingham  V  McCarry,  1 74  F.Supp.  629  (a  Colo.,  1959):  Lmerickv.  T.F. 
Scholes.  Inc.,  292  F.2d  105  (lOlh  Cir.  1%ll. 
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Appendices 


APPENDIX  A      A  Checklist  for  QuaTifying  for  a  Performance  and  Payment  Bond 

Establish  a  relationship  with  a  professional  surety  agent  or  brolwr  who: 

O       Is  a  specialist  in  contractor  insurance  and  borxJing 
O       Represents  other  subcontractors  as  well  as 

general  contractors  for  their  surety  needs 
O       Represents  several  surety  companies 

Demonstrate  to  the  surety  your  capacity  to  perfonn  by  providing: 

O  Resumes  of  key  people  in  your  company 

O  List  of  successfully  completed  jobs 

O  Trade  references 

O  Continuity  plan  for  the  business 

3  Firm's  plans  and  objectives 

O  Explanation  of  the  reasoru  for  wanting  the  particular  job 

Establish  a  relationship  with  a  certified  public  accountant  who: 

n       Is  familiar  with  surety  company  financial 

statement  requirements 
O       Represents  other  subcontractor  or  general  contractors 

Demonstrate  your  firm's  financial  capacity  by  providing  the  surety  wilh;^ 

O       Credit  refererKes 
3       Line  of  credit  at  bank 
O       Cost  records 

a       Recent  year-end  finarKial  statements  audited  by  CPA, 
to  include: 
O  Auditor's  opinion 
O  Balance  sheet 
O  Profit  and  loss  statement 
O  Statenr)ent  of  cash  fk)ws 
O  Statement  of  retained  earnings 
O  SuppiemerUary  schedules  to  include: 
O  Work-in-process 
O  Completed  work 

O  General  and  administrative  expenses 
O  Source  and  use  of  furxls 
O  RecoTKlliation  of  surplus 
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APPENDIX  B      A  Checklist  of  a  Subcontractor's  Rights  Under  a  Prime  Contractor's 
Payment  Bond 

On  Federal  projects  subject  to  the  Miller  Act: 

3     If  a  first-tier  subcontractor,  one  having  a  direct  contractual  relation- 
ship with  the  prime  contractor,  has  not  received  payment  when  it  is 
due,  may  file  a  suit  under  the  payment  bond  90  days  after  it  last 
provides  material  or  labor  on  the  job.  In  addition,  the  suit  must  be 
filed  within  one  year  following  the  date  that  the  last  labor  or  materi- 
al was  furnished  to  the  job. 

a    Second-tier  subcontractors,  those  having  no  direct  contractual  rela- 
tionship with  the  prime  contractor,  must  give  a  formal,  written  notice 
to  the  prime  contractor  in  order  to  file  suit  under  the  payment  bond. 

•  The  formal,  written  notice  must  be  given  to  the  prime  contraaor 
within  90  days  after  the  last  labor  or  material  is  supplied  on  the 
job. 

•  The  notice  must  state  tfie  full  name  of  the  party  with  which  the 
contract  has  been  made  and  the  amount  of  the  claim  with  sub- 
stantial accuracy. 

•  The  notice  must  be  sent  by  registered  mail  to  the  prime  contrac- 
tor. 

•  Although  not  required,  written  notice  also  should  be  given  to  the 
surety. 

•  The  suit  to  enforce  the  payment  bond  cannot  be  filed  until  after 
the  expiration  of  90  days  from  the  date  that  the  last  labor  was  per- 
formed or  tfie  last  material  was  supplied  on  tfie  job. 

•  The  suit  to  enforce  the  payment  bond  must  be  filed  within  one 
year  from  the  date  that  the  last  labor  was  performed  or  the  last 
material  was  supplied  on  the  job. 

Remember,  if  you  fall  to  give  notice  within  90  days  and  to  file  suit 
within  one  year,  your  rights  under  the  bond  are  void. 

On  state,  county  or  municipal  projects: 

O    Most  states  have  statutes  similar  to  the  federal  Miller  Act  covering 

these  projects. 
3    Consult  your  attorney  on  exact  time  limits  and  notice  requirements 

for  recovery  under  the  payment  bond  in  the  particular  jurisdiction. 
O    Refer  to  the  Foundation  of  the  American  Subcontractors 

Association's  publication.  Lien  and  Bond  Claims  in  the  50  States. 

On  all  jobs,  including  private  projects,  subcontractors  should  protect 
their  payment  bond  rights  by: 

O    Determining  if  the  project  is  bonded  before  signing  a  contract. 

3    Obtaining  a  copy  of  the  prime  contractor's  payment  bond  before  the 

project  begins. 
3     Doing  exactly  what  is  required,  within  the  time  period  stipulated,  by 

the  terms  of  the  bond  or  the  applicable  state  or  federal  statute 

should  payment  not  be  received  when  due. 
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The  Surety  Saf  eguarck 
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Nearly  7000  contractors  failed  in  1987  leaving  a  trail  of 
unfinished  private  and  public  construction  projects  with 
losses  over  $2  billion,  according  to  Dun  &  Bradstreet. 

Yet  there  was  no  need  for  a  government  bailout  on  un- 
completed public  works  projects.  Taxpayers  were  pro- 
tected against  virtually  aU  losses  caused  by  contractor 
failure. 

That's  because  surety  bond  companies  provided  the 
means  necessary  to  complete  the  projects  and  pay 
certain  bills  for  laborers,  material  suppliers  and 
subcontractors. 

Surety  bonds  safeguard  taxpayer  dollars  invested  in  gov- 
ernment construction  projects.  Obtained  by  contractors 
from  surety  bond  companies,  these  bonds  transfer  the 
risk  of  contractor  failure  to  the  surety  bond  company 
And  they  make  sure  that  certain  laborers,  matenal  sup- 
pliers and  subcontractors  get  paid.  All  without  the  need 
for  additional  taxpayer  dollars. 

Moreover,  when  a  government  body  awards  a  construc- 
tion project  to  the  lowest  bidder,  it  knows  that  the 
surety  bond  company  stands  behind  the  contractor's 
promise  to  complete  the  job  according  to  the  owner's 
specifications. 
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The  idea  behind  surety  bonding  is  simple  and  direct: 
One  person  guarantees  to  another  that  a  third  person 
will  perform. 

This  concept  isn't  new.  In  fact,  the  Bible  refers  to 
surety  bonding  in  Proverbs  11:15:  "He  that  is  surety  for  a 
stranger  shall  smart  for  it;  and  he  that  hateth  surety- 
ship is  secure."  However,  the  ancients  used  individuals 
instead  of  surety  bond  companies,  and  these  individ- 
uals often  proved  to  be  unreliable.  The  earliest  recorded 
attempt  to  form  a  company  to  engage  in  the  surety  busi- 
ness was  in  1720.  And  in  1865  the  United  States  had  its 
hrst  corporate  surety  bonding  company:  the  Fidelity 
Insurance  Company 

Concerns  Concerns  by  the  government  about  the  high  number  of 

about  contractors  working  on  public  projects  who  became 

contractor  insolvent  and  the  resulting  frequency  of  subcontractors 

failure  not  getting  paid  led  Congress  to  pass  the  Heard  Act  in 

1893,  which  was  supplanted  by  the  Miller  Act  in  1935. 
Since  then,  the  federal  government  has  required  that 
contractors  obtain  surety  bonds  for  public  works,  and 
virtually  all  the  states  have  followed  with  their  own 
legislation. 


Today  surety  bonds  protect  almost  every  public  con- 
struction project  across  the  country  In  1988  nearly  S80 
billion  in  public  works  projects  were  under  construction 
throughout  the  United  States.  And  surety  bonds  pro- 
vided valuable  protection  against  contractor  failure. 
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Surety  bonds 
protect  public 
funds 


Construction  is  a  risky  business.  One-half  of  all  con- 
struction firms  in  business  today  will  not  be  in  business 
SIX  years  from  now,  according  to  the  Associated  General 
Contractors,  a  construction  industry  trade  group.  Any- 
one familiar  with  the  construction  business  knows  there 
is  a  long  list  of  potential  problems  that  can  lead  to  de- 
fault or  bankruptcy  if  they  are  not  addressed  properly 
An  economic  downturn,  labor  difficulties,  material 
shortages,  the  death  of  a  key  employee,  equipment 
problems,  bad  weather,  even  fraudulent  activity  can 
bring  a  project  to  a  standstill,  often  causing  the  contrac- 
tor to  fail  and  bills  to  pile  up. 

No  construction  project  owner-public  or  private-can 
gamble  on  a  contractor  whose  reliability  is  uncertam  or 
who  could  end  up  bankrupt  halfway  through  the  job.  A 
state  highway  department,  for  example,  wants  to  be 
sure  that  the  contractor  hired  to  build  a  new  bridge  will 
be  technically  competent  and  financially  fit.  This  state 
agency  has  an  added  concern:  How  can  it  be  sure  the 
lowest  bidder-with  whom  it  must  contract  under  the 
low-bid  system  used  in  awardmg  public  works  con- 
tracts-will be  dependable  and  not  cause  a  drain  on 
state  taxpayers'  money 

This  essential  assurance  to  the  public  is  provided  by 
surety  performance  and  payment  bonds. 

Performance  bonds  protect  taxpayers  against  financial 
loss  should  the  contractor  default  or  fail  to  complete 
the  job  according  to  the  terms  and  conditions  of  the 
contract. 


Payment  bonds  guarantee  that  the  contractor  will  pay 
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certain  bills  for  laborers,  material  suppliers  and  subcon- 
tractors associated  with  the  project. 

Performance  and  payment  bonds  are  only  two  types  of 
surety  bonds.  Surety  bond  companies  offer  several  other 
types  of  bonds,  which  are  described  briefly  at  the  back 
of  this  brochure. 

A  surety  bond  is  a  risk  transfer  mechanism:  The  risk  of 
contractor  default  is  shifted  from  the  project  owner  (the 
government  or  a  pnvate  party)  to  the  surety  bond  com- 
pany If  a  contractor  failure  does  occur,  it's  the  surety 
company  that  pays-not  the  government,  not  the 
taxpayer. 

Here  are  some  actual  cases. 

■  A  contractor  became  financially  unable  to 
complete  seven  building  contracts,  including 
schools,  hospital  additions  and  a  small  air- 
port terminal  building.  The  surety  bond 
company  arranged  and  supervised  a  trust 
account  to  pay  for  completion  of  work  and 
payment  of  laborers,  material  suppliers  and 
subcontractors.  The  jobs  were  completed  on 
time  and  without  additional  cost  to  the  pro- 
ject owner. 

•  A  contractor  defaulted  on  a  $38.4  million 
municipal  waste-to-energy  plant  after  com- 
pleting almost  85%  of  the  job.  The  surety 
bond  company  paid  approximately  $4  million 
to  subcontractors  who  had  provided  labor 
and  material  on  the  job.  The  surety  bond 
company  also  arranged  for  a  neyv  contractor 
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to  complete  the  remaining  portion  of 
the  construction  and  to  test  and  operate 
the  plant. 

When  the  contractor  provides  a  surety  bond,  the  public 
can  be  assured  that  the  contractor  has  met  the  rigorous 
standards  of  an  independent  third  party:  the  surety 
bond  company  This  is  a  significant  benefit  of  the  bond- 
ing process  that  often  is  overlooked. 

Protection  Surety  underwriting  focuses  on  prequalifying  the  con- 

through  pre-  tractor.  This  prequalification  process  is  critically  impor- 

qualification         tant.  The  surety  bond  company  is  committing  its  assets 
to  guarantee  a  contractor's  performance  and  that  he  or 
she  will  pay  certain  laborers,  material  suppliers  and  sub- 
contractors. That's  why  surety  bond  underv/riters  must 
analyze  applicants  closely  They  must  attempt  to  make 
sure  that  only  those  who  can  do  a  particular  job  receive 
a  bond,  and  withhold  bonding  from  those  who  cannot. 
To  bond  all  contractors  regardless  of  their  abilities 
makes  the  prequalification  process  useless. 

Before  issuing  a  bond,  the  surety  underwriter  must  be 
fully  satisfied  that  the  contractor  runs  a  well -managed, 
profitable  enterprise,  keeps  promises,  deals  fairly  with 
others  and  performs  obligations  m  a  timely  manner  The 
surety  underwriter  also  has  to  examine  a  contractor's 
history  of  paying  laborers,  material  suppliers  and 
subcontractors. 


It's  essential  that  the  contractor  has  the  experience  that 
matches  the  requirements  of  a  specific  construction 
project;  someone  who  only  has  built  driveways  would 
not  qualify  for  bonds  on  a  major  highway  project. 
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In-depth  How  does  the  surety  underwriter  make  judgments  con- 

analysis  cerning  the  contractor's  job  experience,  management 

characteristics  and  financial  health?  Primarily  by  gath- 
ering and  analyzing  information  from  the  contractor  and 
various  other  sources.  Some  of  the  information  contrac- 
tors may  need  to  provide  the  underwriter  includes: 

■  An  organizational  chart  showing  key 
employees  and  their  responsibilities  and 
resumes; 

•  A  business  plan  outlining  growth  and  profit 
objectives,  how  jobs  are  obtained,  and  geo- 
graphic areas  in  which  work  is  performed; 

■  A  list  of  completed  projects; 

•  Financial  statements,  including  accountant's 
opinion  page,  balance  sheet,  income  state- 
ment, expense  schedule,  changes  in  finan- 
cial status,  and  contracts  in  progress; 

■  References  from  subcontractors  and  suppliers; 

■  Letters  of  recommendations  from  owners, 
architects  and  engineers; 

■  Evidence  of  a  line  of  credit  at  a  bank. 


Working 
together 


After  this  information  is  analyzed,  the  surety  bond  com- 
pany will  make  its  decision.  If  the  comprehensive  pre- 
qualification  process  yields  a  positive  conclusion,  the 
surety  underwriter  then  can  consider  each  specific  bond 
request  by  the  contractor 

Surety  bonds  are  obtained  through  insurance  agents 
and  brokers,  often  called  producers.  These  producers 
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guide  their  contractor  clients  through  the  prequalifica- 
tion  process  and  help  develop  a  business  relationship 
with  the  surety  bond  company.  Producers  work  closely 
to  assist  the  contractor  in  preparing  the  necessary  infor- 
mation and  addressing  any  questions  the  underwriter 
may  have. 

The  producer  also  may  help  the  contractor  seek  out  pro- 
jects to  build  a  track  record  that  will  assist  in  obtaining 
surety  bonds  for  larger,  more  sophisticated  projects. 

What  IS  the  cost  of  this  protection?  The  price  for  a  bond 
normally  ranges  from  one  to  five  percent  of  the  contract. 

It's  clear  that  the  in-depth  process  needed  to  prequalify 
a  contractor  isn't  a  simple  matter  of  using  standardized 
formulas,  filling  in  the  blanks,  and  then  simply  stamp- 
ing "approved"  or  "rejected"  on  the  contractor's  bond 
application. 

The  surety  bonding  process  involves  considerable  time 
and  effort  by  the  contractor,  the  producer  and  the  surety 
bond  company  which  makes  the  final  judgment  based 
on  the  surety  underwriter's  analysis  of  the  contractor's 
managenal  and  financial  capabilities. 

Keeping  Few  government  agencies  awarding  public  works  con- 

politics  out  tracts  have  the  staff,  expertise  and  underwritmg  skills 

possessed  by  professional  surety  bond  companies.  More- 
over, there  are  differences  in  opinion  among  surety  bond 
companies,  and  the  competitive  surety  marketplace 
permits  the  contractor  to  look  elsewhere  if  declined  by 
one  surety  bond  company  Should  a  government  body 
perform  the  prequalffication,  the  contractor  will  either 


245 


pass  or  fail  based  on  a  set  of  fixed  cnteria-and  if  rejected, 
there  is  no  alternative  market.  What  is  most  important: 
the  surety  bond  company  is  independent  of  the  contract 
award  system.  In  this  way  the  use  of  surety  bonds  keeps 
politics  out  of  the  contractor  prequalification  process. 
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There  are  many  surety  bond  companies  that  sell  bonds 
in  the  United  States.  Some  are  insurance  companies 
specializing  mainly  in  writing  surety  bonds;  others  are 
large  property/casualty  insurance  companies  that  have 
surety  bond  departments  and  provide  other  types  of  in- 
surance coverages  as  well. 

Project  owners  rely  on  surety  bond  protection  in  part  be- 
cause surety  bond  companies  are  regulated  by  the 
states  In  general,  surety  bonds  on  state  public  works 
must  be  issued  by  a  surety  bond  company  licensed  by 
the  msurance  department  in  that  state.  State  insurance 
departments  conduct  periodic  examinations  of  surety 
companies  and  enforce  all  insurance  laws  that  pertain 
to  surety  bond  companies. 

In  addition,  the  US  Treasury  Department  maintains  a 
list  of  surety  bond  companies  that  it  concludes  are  qual- 
ified to  write  surety  bonds  required  for  federal  construc- 
tion projects.  To  be  included  on  this  list,  a  surety  bond 
company  must  file  Tmancial  and  other  information  with 
the  Treasury  Department  and  pass  The  Department's  fi- 
nancial analysis.  Surety  bond  companies  that  don't  meet 
these  standards  can  be  removed  from  the  list. 

Availability  Some  people  perceive  that  bonds  are  not  available  for 

of  surety  bonds     small  contractors.  It's  true  that  not  every  contractor  has 
the  credit  history  experience  and  financial  capacity  to 
obtain  bonds.  Still  others  may  not  qualify  for  as  much 
bonding  as  they  might  wish.  Nevertheless,  it's  the  intent 
of  the  surety  bond  industry  to  judge  all  applicants  for 
bonding  on  their  merit  regardless  of  size. 

In  fact,  a  number  of  new  surety  bond  companies  have 
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been  formed  recently  for  the  specific  purpose  of  market- 
ing bonds  to  small  contractors.  In  addition,  two  of  the 
major  surety  bond  companies  have  initiated  pilot  pro- 
grams to  bond  more  smaU  contractors.  Many  surety 
bond  companies  have  designed  special  strategies  that 
encourage  their  producers  and  underwriters  to  seek 
small  contractor  business. 

Helping  small       Government  also  is  playing  a  role  in  making  surety 
contractors  bonds  available.  In  an  effort  to  maximize  the  opportuni- 

ties for  small  contractors  who  want  to  take  on  bonded 
work,  the  federal  government  and  some  of  the  states 
have  implemented  special  programs  to  enable  surety 
bond  companies  to  write  bonds  for  small  contractors 
who  do  not  qualify  for  bonds  under  the  companies' 
normal  underwriting  standards. 

Since  the  early  1970 's,  the  Small  Business  Administra- 
tion (SBA)  has  operated  its  Surety  Bond  Guarantee  Pro- 
gram, which  provides  surety  bond  companies  with 
partial  repayment  against  loss  stemming  from  bonds 
they  would  not  normally  provide.  With  the  help  of  the 
SBA  program,  small  contractors  have  performed  more 
than  $1  billion  of  contracts  per  year.  Legislative  changes 
enacted  by  the  Congress  in  1988  should  increase  the 
SBAs  capacity  which  will  allow  it  to  handle  even  more 
surety  bond  business  for  small  contractors.  The  U.S. 
Department  of  Transportation  also  has  devised  various 
programs  to  assist  disadvantaged  contractors. 

A  number  of  states  also  have  enacted  "mini"  SBA  pro- 
grams for  contractors.  Other  state  departments  and 
agencies  have  instituted  special  bonding  assistance 
programs. 
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The  Surety  Association  of  America  (SAA)  and  the 
National  Association  of  Surety  Bond  Producers  (NASBP) 
believe  that  all  contractors,  no  matter  their  size,  are  en- 
titled to  a  fair  review  of  their  bonding  application  by 
knowledgeable,  professional  surety  bond  producers  and 
companies.  SAA  and  NASBP  are  committed  to  educat- 
ing contractors  on  what's  necessary  in  order  to  obtain 
bonds.  A  valuable  educational  tool  for  contractors  is  a 
videotape  and  brochure  produced  by  SAA  and  NASBP 
called  "Your  First  Bond,"  which  provides  an  overview  of 
what  contractors  need  to  do  to  apply  for  bonds. 

Contractors  who  believe  they've  been  demed  bonds  un- 
fairly may  contact  either  SAA  or  NASBP  for  review  if 
they  provide  the  details  of  their  efforts  to  obtain  bonds. 

SAA  is  a  nonprofit  trade  association  that  represents  ap- 
proximately 600  U.S.  surety  bond  companies  that  wnte 
surety  and  fidelity  bonds.  SAA  provides  its  members 
with  statistical,  rating  and  other  advisory  services,  and 
It  also  interacts  with  Congress  and  government  agen- 
cies to  explain  the  surety  mdustry's  views  on  public  pol- 
icy issues. 

NASBP  IS  a  nonprofit  organization  of  professional  surety 
bond  producers.  NASBP  provides  educational  programs 
on  surety  bonding  and  construction  topics  for  its  659 
member  firms  throughout  the  United  States,  Canada 
and  Puerto  Rico.  It  also  maintams  liaison  committees 
with  the  major  construction  industry  organizations  so 
that  It  can  respond  promptly  and  effeaively  to  contrac- 
tors' questions  and  concerns  about  surety  bonding. 
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For  further  information  on  surety  bonds,  contact: 

The  Surety 
Association  of  America 

100  Wood  Avenue  South 
Iselin,  New  Jersey  08830 
(201)  494-7600 

National  Association 
of  Surety  Bond  Producers 

6931  Arlington  Road,  Suite  308 
Bethesda,  Maryland  20814 
(301)  986-4166 
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Contzact  Bonds 

This  category  includes  Bid  or  Proposal 
Bonds  Performance  Bonds,  Payment 
or  Labor  and  Material  Bonds  Mainte- 
nance Bonds  and  Supply  Bonds 

These  bonds  ordinarily  are  required  by 
state  or  federal  law  or  by  the  proiect 
owner 

Court  Bonds— Fiduciaries 

This  type  of  bond  is  given  by  a  Court 
Fiduciary  to  secure  the  faithful  perfor- 
mance of  fiduciaries  duties  and  com- 
pliance with  the  orders  of  the  court 
having  lurisdiction  Typical  bonds 
withm  this  category  include  Adminis- 
trators. Executors.  Guardians  Trust 
ees  Under  Will.  Liquidators,  Receivers 
and  Masters 

Court  Bonds-Judicial  Proceedings 

This  type  of  bond  is  required  when 
litigants  seek  to  avail  themselves  of 
privileges  or  remedies  which  are  al- 
lowed by  law  only  upon  condition  that 
a  bond  with  surety  be  furnished  for 
the  proteaion  of  the  opposing  litigant 
or  other  interested  party 

Typical  bonds  within  ttiis  category 
include  In)unaion,  Appeal,  Indemnity 
to  Shenff,  Mechanics  Lien,  Attach- 
ment, Replevin  and  Admiralty 

License  and  Permit  Bonds 

This  category  consists  of  any  bond 
required  by  state  law.  municipal  ordi- 
nance, or  by  regulation  and  in  some 
mstances  the  Federal  Government  or 
its  agencies  as  a  condition  precedent 
to  the  grantmg  of  a  license  to  engage 
m  a  particular  business  or  the  grant- 
mg of  a  permit  to  exercise  a  particu- 
lar pnvilege  In  general,  the  terms 
"License"  and  "Permit"  are  used 
interchangeably 


Typical  bonds  within  this  category 
include  Contraaors  License.  Motor 
Vehicle  Dealer  Bonds.  Securities  Deal- 
ers'Blue  Sky  Bonds  Employment 
Agency  Bonds  Health  Spa  Bonds, 
Grain  Warehouse  Bonds,  Liquor 
Bonds,  Cigarette  Tax  Bonds  and  Sales 
Tbx  Bonds 

Public  Official  Bonds 

This  type  of  bond  guarantees  the 
faithful  performance  of  duty  by  a  pub- 
lic official  in  a  position  of  trust  Such 
bonds  are  given  to  comply  with  the 
statute  and,  therefore,  guarantee 
whatever  liability  the  statute  imposes 

Typical  bonds  withm  this  category 
mclude  Treasurers,  T^x  CoUectors, 
Sheriffs,  Constables,  Judges,  Court 
Clerks  and  Notaries 

Bonds  that  Protect  the  USL 
Government 

Various  agencies  of  the  federal  gov- 
ernment require  or  accept  surety 
bonds  for  a  number  of  different  obbga- 
tions.  such  as  Immigrant  Bonds,  Ex- 
cise Bonds,  Customs  Bonds  and 
Alcoholic  Beverage  Bonds 

Miscellaneous  Bonds 

This  category  includes  other  types  of 
bonds  that  do  not  fall  into  the  cate- 
gories outlined  above,  such  as  Lost 
Secunties  Bonds,  Lease  Bonds,  Bonds 
to  Guarantee  Payment  of  Utility  Bills  or 
Return  of  Borrowed  Property,  Bonds  to 
Guarantee  Employer  Contnbutions  lor 
Umon  Frmge  Benefits,  and  Wforkers' 
Compensation  Bonds  for  Self-Insurers 
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The  Surety  National  Association 

Association  of  America  of  Surety  Bond  Producers 

100  Wood  Avenue.  South  693'  Arlington  Road,  Suite  308 

iselin.  New  Jersey  08830  Betl-esia  Maryland  2C8M 

Tei  201494  7600  Tel  301986  4166 

Fa»  201494  7609  Fax  301  656  6134 
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.-."I'l^.S  U.S.  Small  Business  Administration 

•— _v^T  •  Washington,  D.C.  20416 


OFFICHOF 
INSPCCTOn  GENERAL 

September  29,  1995 


TO:  Philip  Lader 

Administrator 


THROUGH:   James  F.  Hoobler* 
Inspector  General^ 

FROM:       'Trim  Cross 

Assistant  Inspector  General 
for  Inspection  and  Evaluation 

SUBJECT:      Inspection  of  the  Surety  Bond  Guarantee  Program 

I  am  pleased  to  submit  our  inspection  report  on  the  Surety  Bond  Guarantee  Program. 
The  inspection  assesses  the  extent  to  which  contractors  graduate  from  the  Prior  Approval  (Plan 
A)  and  Preferred  (Plan  B)  programs,  examines  the  reasonableness  of  SBA's  losses  on  its 
guaranteed  bonds,  and  compares  recoveries  on  SBA  and  non-SBA  surety  bonds. 

We  found  that  the  program  objective  of  assisting  contractors  to  become  bondable  on  their 
own  is  not  being  met  in  many  cases.  To  correct  this,  we  recommend  that  SBA  establish  target 
graduation  rates,  require  participating  surety  companies  to  keep  records  on  contractors' 
graduation,  and  disseminate  a  brief  handout  for  contractors  that  emphasizes  graduation  as  a 
program  objective  and  identifies  the  types  and  sources  of  technical  assistance  that  are  available. 

We  also  found  that  the  Plan  A  program's  loss  rates  were  nearly  three  times  those  of  the 
surety  industry  when  calculated  using  the  industry's  method.  To  reduce  loss  rates,  we 
recommend  that  SBA  propose  legislation,  in  consultation  with  Congress  and  the  surety  industry, 
for  a  modest  reduction  in  the  guarantee  percentages  on  surety  bonds.  As  an  alternative  to 
revising  SBA's  regulations  to  raise  the  Government's  share  of  premiums,  it  would  also  increase 
the  incentive  for  surety  companies  to  minimize  losses  on  SBA-guaranteed  bonds. 

Finally,  our  comparison  of  recovery  rates  on  SBA  and  non-SBA  bonds  was  inconclusive 
due  to  the  difficulty  of  obtaining  reliable  data.  To  enable  SBA  to  better  evaluate  whether 
participating  surety  companies  are  pursuing  recoveries  prudently,  we  also  recommend  that  SBA 
require  the  companies  to  produce  reliable  recovery  data  on  their  SBA  bonds.  In  cases  where 
a  surety  company  offers  both  SBA  and  non-SBA  bonds,  we  recommend  that  SBA  periodically 
request  both  sets  of  data  for  comparison.  Such  reporting  would  also  serve  as  an  incentive  to  the 
surety  firms  to  maximize  SBA  recoveries. 
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The  Office  of  Surety  Guarantees  (OSG)  disagrees  with  two  of  the  five  recommendations. 
It  believes  that  target  graduation  rates  are  unnecessary  because  "the  goal  of  assisting  small  and 
emerging  contractors  to  become  bondable  without  an  SBA  guarantee  is  a  secondary,  self-imposed 
objective."  OSG  also  disagrees  with  the  recommendation  to  reduce  the  guarantee  percentages 
due  to  its  concern  that  the  surety  industry  would  react  negatively  and  decline  to  bond  needy 
contractors.   The  minor  differences  on  other  recommendations  should  be  readily  resolvable. 

We  appreciate  the  cooperation  we  received  from  the  managers  and  staff  of  the  Office  of 
Surety  Guarantees  during  our  inspection.  If  you  have  any  questions  or  comments,  we  would  be 
happy  to  discuss  them  with  you  at  your  convenience. 


Attachment 


Cassandra  Pulley 
Deputy  Administrator 
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EXECUTIVE  SUMMARY 


Back^ound  and  Objectives 

Federal  construction  contracts  of  $25,000  or  more,  as  well  as  certain  private,  state  and  local 
government  contracts,  require  contractors  to  be  bonded.   The  bonds-purchased  by 
contractors  from  surety  companies— serve  as  performance  insurance  for  a  project  owner.'    If 
the  contractor  does  not  fidiill  the  contract's  terms,  the  surety  company  will  honor  the  unmet 
obligations  by  hiring  a  new  contractor  or  paying  the  project  owner  directly  for  the 
uncompleted  work.   Established  in  1970  to  help  small  construction  contractors  obtain  surety 
bonds,  the  Surety  Bond  Guarantee  (SBG)  program  permits  the  Small  Business  Administration 
(SBA)  to  guarantee  up  to  90  percent  of  a  surety  company's  losses  on  bonds  that  the  company 
would  not  underwrite  without  the  guarantee.    An  additional  goal  of  the  program  is  to  help 
small  and  emerging  contractors  to  become  bondable  on  their  own,  without  the  need  of  an 
SBA  guarantee. 

The  SBG  program  consists  of  two  programs-the  Prior  Approval  program  (Plan  A)  and  the 
Preferred  program  (Plan  B)-administered  by  the  SBA's  Office  of  Surety  Guarantees.   Any 
surety  company  certified  by  the  U.S.  Treasury  to  issue  bonds  may  participate  in  the  Plan  A 
program,  but  its  bonds  are  subject  to  SBA's  prior  review  and  approval.   Contractors  bonded 
under  Plan  A  are  generally  smaller  and  less  experienced  than  contractors  bonded  under  the 
Plan  B  program.   To  compensate  surety  companies  for  the  risk  associated  with  bonding  Plan 
A  contractors,  SBA  guarantees  90  percent  of  the  losses  incurred  on  bonds  up  to  $100,000 
and  on  bonds  to  socially  and  economically  disadvantaged  contractors,  and  80  percent  of  the 
losses  incurred  on  all  other  Plan  A  contracts. 

Under  the  Plan  B  program,  SBA  certifies  'preferred"  surety  companies  to  issue,  monitor, 
and  service  SBA-guaranteed  bonds  without  the  Agency's  prior  review  and  approval.  SBA 
guarantees  70  percent  of  the  losses  incurred  on  Plan  B  bonds. 

Once  contracton  are  able  to  satisfy  minimum  financial  standards  to  obtain  standard  bonding, 
they  'graduate'  from  the  SBG  program.  These  contractors  may  obtain  subsequent  standard 
bonding  from  either  the  same  or  a  different  surety  company. 

If  a  contractor  defaults  on  an  SBA-guaranteed  bond,  SBA  reimburses  the  surety  company  for 
up  to  the  guaranteed  portion  of  the  loss.   The  surety  company,  in  turn,  is  responsible  for 
attempting  to  recover  losses  from  the  contractor.   All  recoveries  made  by  the  surety  company 
are  shared  with  SBA  on  a  pro  rata  basis. 

The  Oflice  of  Inspector  General  (GIG)  initiated  this  inspection  to  determine  the 
efTectiveness  of  selected  aspects  of  the  SBG  program.   More  specifically,  the  OIG 


'A  penoa  or  eotity  that  led  a  coatnct. 
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inspection  team  (1)  determined  the  extent  to  which  Plan  A  and  Plan  B  contractors  graduate 
from  the  program,  (2)  assessed  the  reasonableness  of  SBA's  losses  on  its  guaranteed  surety 
bonds,  and  (3)  compared  participating  surety  companies'  recovery  rates  on  SBA-guaianteed 
bonds  with  recovery  rates  on  their  standard  bonds. 

The  OIG  team  collected  information  on  graduation  from  the  three  Plan  A  surety  companies 
and  the  three  Plan  B  companies  that,  in  general,  represent  the  largest  volume  of  SBA- 
guaranteed  bonds.   The  findings  on  graduation,  based  on  data  collected  from  the  six  surety 
companies,  should  not  be  generalized  to  all  participating  companies;  however,  due  to  the 
companies'  large  volume  of  SBA  bonds,  we  believe  the  findings  are  suggestive  of  overall 
Plan  A  or  Plan  B  program  activity.   Selected  contractors  firom  among  those  whose  records 
we  reviewed  were  also  contacted  to  determine  their  views  on  graduation.   Their  views,  while 
not  statistically  representative  of  the  views  of  all  contractors  in  the  SBG  program,  may  be 
indicative  of  contractors'  program  experiences. 

Finally,  loss  and  recovery  rates  in  the  Plan  A  program  were  analyzed;  Plan  B  was  not 
included  in  these  analyses  because  the  program's  inception  in  1990  made  it  unlikely  that  loss 
and  recovery  rates  had  matured  sufficiently  to  contribute  to  a  reasoned  analysis. 


Principal  Findings  and  Recommendations 

Graduation 

Thg  SBG  program  objective  of  graduating  contiactoPi  is  not  being  met  under  Plan  A.   At  the 
three  surety  companies  reviewed,  fewer  than  eight  percent  of  the  Plan  A  contractors  who 
received  their  first  SBA-guaranteed  bond  in  years  1987-89  had  graduated  from  the  program, 
i.e.,  had  been  able  to  obtain  standard  bonding  on  their  own.   On  average,  contractors  who 
did  not  graduate  remained  in  the  SBG  program  for  less  than  one  year,  suggesting  that  the 
surety  companies  had  not  established  long-term  relationships  with  the  contractors  conducive 
to  helping  them  graduate.   Contractors  who  left  the  SBG  program  include  those  who 
withdrew  from  the  surety  company,  were  terminated  by  the  surety  company  for  business 
reasons,  or  whose  files  could  not  be  located  by  the  surety  company,  an  indication  that  they 
were  no  longer  receiving  bonding.   Surety  company  officials  believe  that,  generally, 
contractors  who  left  the  SBG  program  before  graduating:   (1)  shifted  their  business  to 
projects  that  do  not  require  surety  bonds;  or  (2)  obtained  high-risk  specialty  bonds  which 
have  higher  premiums  than  standard  bonds  and  often  are  collateralized,  as  an  alternative  to 
SBA  bonding  which  carries  more  onerous  paperwork  requirements.   Still,  odier  contractors 
went  out  of  business. 

Surety  companies  appeared  to  have  placed  little  or  no  emphasis  on  graduating  contractors: 
None  of  the  three  companies  had  set  graduation  goals  or  maintained  records  on  graduation, 
and  it  appeared  that  surety  companies  and  their  agents  were  not  consistently  providing 
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technical  assistance,  e.g.,  referrals  to  Small  Business  Development  Centers  or  the  Service 
Corps  of  Retired  Executives,  to  contractors  in  need  of  it. 

The  SBG  program  objective  of  graduation  aiTpears  to  be  met  under  Plan  B.  but  more  could 
be  done.   The  SBG  program  is  reasonably  satisfying  its  goal  of  helping  contractors  become 
bondable  on  their  own:    At  the  three  Plan  B  surety  companies  reviewed,  about  22  percent  of 
the  contractors  who  received  their  first  SBA-guaianteed  bonds  in  years  1990-92  graduated  as 
of  January  1,  1995.   Each  of  the  three  surety  companies  in  our  review  had  set  informal  goals 
for  graduating  contractors  and  generally  appeared  to  be  enforcing  the  time  frames. 
Participating  contractors,  however,  indicated  that  little,  if  any,  technical  assistance  had  been 
provided  to  them  by  their  agent  or  surety  company,  suggesting  that  more  contractors  may 
have  been  graduated  if  they  had  received  more  assistance.    Again,  Plan  B  surety  companies 
failed  to  krap  and  maintain  records  on  contractors'  graduation  from  the  program. 

To  better  ensure  that  surety  companies  meet  the  program  objective  of  graduating  contractors 
into  the  standard  bond  market  and  that  SBA  measures  companies'  performance  in  meeting 
that  goal,  we  recommend  that  the  Associate  Administrator  for  Surety  Guarantees 
(AAySG)  establish  target  graduation  rates  for  the  Plan  A  and  Plan  B  prognmis  and 
require  participating  surety  companies  to  maintain  records  on  contractors'  graduation 
and  length  of  time  in  the  SBG  program.  In  addition,  the  AA^SG  should  publish  a 
pamphlet,  to  be  disseminated  to  SBG  contractors  by  participating  Plan  A  and  Plan  B 
surety  companies,  that  identifies,  among  other  things,  the  program  objective  of 
graduation,  how  the  contractor  can  achieve  that  goal,  and  types  and  sources  of  technical 
assistance  that  may  be  available. 

Loss  Rates 

Surety  companies'  loss  rates  on  SBA  bonds  are  much  higher  than  those  on  standard  bonds. 
While  loss  rates  on  SBA-guaranteed  bonds  steadily  declined  between  years  1992  and  1994, 
they  still  were  almost  three  times  higher  than  the  surety  industry's  loss  rates  on  standard 
contract  bonds  for  the  same  period.   Further,  despite  surety  companies'  large  gross  loss  rates 
on  SBA-guaranteed  bonds,  they  still  earned  sizable  profits  on  the  SBA  bonds— comparable  to 
those  earned  on  standard  bonds-due  to  SBA's  guaranteed  reimbursement  of  up  to  90  percent 
of  any  losses.   The  inspection  team  believes  that  a  modest  reduction  in  the  Plan  A  guarantee 
percentage  would  provide  greater  incentive  for  surety  companies  to  minimize  losses  on 
guaranteed  bonds.   We  recommend,  therefore,  that  SBA,  in  consultation  with  Congress 
and  surety  industry  representatives,  reduce  the  guarantee  percentages  on  Plan  A  bonds 
in  lieu  of  implementing  regulations  to  increase  SBA's  share  of  premiums. 

Recoveries 

SBA's  guarantee  percentage  of  up  to  90  percent  may  inadvertently  reduce  recoveries  on  SBA 
bonds.  The  difference  in  recovery  rates  between  SBA-guaranteed  and  non-SBA  bonds  varied 
widely  among  the  three  Plan  A  surety  companies  in  our  review.   One  company's  recovery 
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rates  on  SBA-guaranteed  bonds,  however,  were  four  times  lower  than  on  their  standard 
surety  bonds  in  years  1992-1994.   The  discrepancy  in  this  company's  rates  may  be  explained 
in  part  by  the  composition  of  its  data  on  non-SBA  bond  recoveries,  i.e.,  they  included 
recoveries  on  both  contract  bonds  and  license  and  permit  bonds,  the  latter,  however,  are 
considered  to  have  higher  recovery  rates  than  contract  bonds.   The  AAySG  attributed  the 
company's  wide  discrepancy  in  recovery  rates  to  the  weaker  financial  condition  of  SBA- 
bonded  contractors  at  this  company  compared  to  contractors  at  the  other  two  companies, 
which  would  concomitantly  reduce  the  amounts  available  for  recovery.   Recovery  rates 
between  SBA  and  non-SBA  bonds  were  more  comparable  at  the  other  two  surety  companies. 
In  addition,  absent  an  SBA  requirement,  surety  companies  did  not  routinely  maintain 
separate,  reliable  aggregate  recovery  data  for  SBA-guaranteed  and  non-SBA  bonds;  this  lack 
of  record  keeping  impeded  the  inspection  team's  ability  to  make  the  comparison. 

While  one  would  expect  lower  recoveries  on  SBA-guaranteed  bonds  than  on  standard  bonds 
because  contractors  receiving  SBA  bonds  are  smaller  and  less  capitalized  than  recipients  of 
standard  bonds,  we  believe  that  SBA's  guarantee  percentage  of  up  to  90  percent  may  result 
in  surety  companies  pursuing  recoveries  on  SBA-guaranteed  bonds  less  vigorously  than  on 
standard  bonds.   At  these  relatively  high  guarantee  levels,  the  surety  companies  obviously 
have  less  of  their  own  money  at  risk  for  SBA  bond  losses  than  for  standard  bonds.  To 
enable  SBA  to  better  assess  whether  the  surety  companies  pursue  SBA  recoveries  prudently, 
we  recommend  that  the  AA/SG  require  participating  surety  companies  to  produce 
reliable  recovery  data  on  their  SBA  and  non-SBA  bonds.   In  addition,  the  Office  of 
Surety  Guarantees  should  inchide,  as  part  of  its  periodic  reviews  of  Plan  A  surety 
companies,  a  comparison  between  recovery  rates  for  SBA-guaranteed  bonds  and  non- 
SBA  bonds. 

Office  of  Surety  Guarantees  Comments 

The  Office  of  Surety  Guarantees  (OSG)  disagrees  with  two  of  the  five  recommendations  and 
offers  comments  or  alternative  proposals  for  the  other  three.   Its  response,  set  forth  in 
Appendix  F,  suggests  that  di^erent  conclusions  could  be  reached  from  some  of  the  report 
data. 

OSG  disagrees  with  the  recommendation  to  establish  target  graduation  rates  because  "the  goal 
of  assisting  small  and  emerging  contractors  to  become  bondable  without  an  SBA  guarantee  is 
a  secondary,  self-imposed  objective.   The  primary  program  goal  is  to  assist  small  and 
emerging  contractors  to  obtain  funding  that  is  otherwise  unavailable  to  them  so  that  they  can 
compete  in  the  free  enterprise  system. " 

The  OIG  concurs  that  access  to  bonding  is  the  primary  goal  and  believes  that  it  is  being 
successfully  achieved.   We  also  believe,  however,  that  helping  small  contractors  become 
bondable  on  their  own  is  an  important  objective  of  the  SBG  program.   The  associated 
graduation  rates,  moreover,  would  be  a  useful  measure  of  the  program's  performance. 
Several  Congressional  reports  interpreting  the  authorizing  legislation  refer  to  graduation  as  a 
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program  goal,  and  this  has  been  reinforced  by  testimony  in  both  House  and  Senate  hearings. 
OSG's  standard  operating  procedures  also  clearly  cite  graduation  as  a  long-range  program 
objective.   In  our  judgment,  assessing  the  effectiveness  of  any  program  requires  measuring 
the  achievement  of  all  program  objectives. 

With  regard  to  Recommendation  2,  OSG  proposes  the  use  of  a  fact  sheet  instead  of  a 
pamphlet  to  encourage  graduation  and  to  make  contractors  aware  of  the  management  and 
technical  assistance  available  to  them.   As  long  as  the  information  clearly  indicates  the 
expectation  that  contractors  will  strive  to  become  bondable  on  their  own,  how  they  can  meet 
that  objective,  and  the  types  of  assistance  offered  by  surety  companies,  bonding  agents,  and 
SBA,  we  accept  OSG's  alternative. 

OSG  disagrees  with  the  OIG's  recommendation  to  reduce  the  guarantee  percentage  on  Plan  A 
bonds,  arguing  that  such  a  reduction  would  result  in  surety  companies  refusing  to  bond  the 
smaller  and  more  marginal  contractors  who  need  bonding.   OSG  also  indicates  that  it  intends 
to  increase  its  reviews  of  Plan  A  surety  companies.   In  the  face  of  anticipated  decreases  in 
Agency  funding  and  staff  in  FY  1996,  we  believe  that  a  modest  reduction  in  the  80-90 
percent  Plan  A  guarantee  would  increase  surety  firms'  incentive  to  curb  losses  while  also 
retaining  sufficient  profits  to  induce  the  surety  companies  to  continue  to  provide  the  needed 
bonds. 

OSG  also  needs  an  effective  performance  measure  to  determine  how  well  it  is  achieving  its 
objective  of  reducing  loss  rates.   A  logical  indicator  is  to  compare  the  loss  rates  of  SBA 
bonds  with  those  of  non-SB  A  bonds.   The  OIG  team's  comparison  showed  that  SBA  bond 
loss  rates  were  at  least  two  and  one-half  times  higher  than  the  rates  in  the  surety  industry. 
Despite  the  higher  losses,  the  surety  companies  were  still  able  to  achieve  a  pro^t  on  SBA 
bonds  comparable  to  the  profits  they  earned  on  standard  bonds.   The  former  AA/SG  and 
surety  industry  experts  assisted  us  in  making  the  comparison  as  fair  and  accurate  as  possible 
and  concurred  with  our  methodology. 

With  regard  to  our  recommendations  to  require  better  recovery  data  from  the  surety 
companies  and  to  include  a  comparison  of  recovery  performance  on  SBA  and  non-SBA  bonds 
in  the  periodic  reviews  of  surety  firms,  the  AA/SG  states  that  he  is  taking  steps  to  improve 
the  data  and  its  oversight  of  claims  and  recovery  activities.   In  view  of  its  reduced  resources, 
OSG  requested  that  the  OIG  assist  its  efforts  by  conducting  audits  of  Plan  A  surety 
companies.   OSG  also  questioned  whether  it  has  the  legal  authority  to  request  surety 
companies  to  provide  data  on  their  non-SBA  bonds.   We  suggest  that  OSG  obtain  a  legal 
opinion  on  this  issue  ^m  SBA's  Office  of  General  Counsel.   Our  recommendation, 
however,  involves  adding  only  one  step  to  the  existing  reviews-the  comparison  of  data  on 
SBA  and  non-SBA  bonds-to  improve  OSG's  ability  to  monitor  claims  and  recoveries. 
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BACKGROUND 

To  help  small  construction  contractors  obtain  necessary  bonding  and  increase  their 
participanon  in  the  construction  industry,  Congress  in  1970  amended  the  Small  Business 
Investment  Act  of  1958  to  establish  the  Surety  Bond  Guarantee  (SBG)  Program.    The 
legislation  authorized  the  Small  Business  Administration  (SBA)  to  guarantee  up  to  90  percent 
of  a  surety  company's  losses  on  bonds  issued  to  small  businesses  that  could  not  have 
obtained  bonding  without  the  SBA  guarantee. 

A  surety  bond  serves  as  a  form  of  insurance  for  a  project  owner.'   If  the  contractor  does  not 
complete  the  terms  of  a  contract,  the  surety  company  will  honor  the  contract's  obligations  by 
hiring  a  new  contractor  or  paying  the  project  owner  direcdy  for  the  uncompleted  work.   The 
Miller  Act  of  1935  requires  all  federal  contracts  valued  at  $25,000*  or  more  to  be  bonded. 
In  addition,  bonds  are  usually  required  for  public  projects  let  by  state  and  local  governments 
and  increasingly  are  being  demanded  by  private  project  owners.   Under  most  bonding 
arrangements,  the  contractor  must  supply  one  or  more  of  the  following:  (1)  a  bid  bond, 
which  ensures  that  the  contractor  submitted  the  bid  in  good  faith,  that  the  contract  will  be 
entered  at  the  bid  price,  and  that  the  surety  company  will  provide  the  required  final 
performance  and  payment  bonds;  (2)  a  performance  bond,  which  protects  the  owner  firom 
fmancial  loss  should  the  contractor  fail  to  perform  the  contract  in  accordance  with  its  terms; 
and  (3)  a  payment  bond,  which  guarantees  that  the  contractor  will  pay  its  subcontractors  and 
suppliers  of  labor  and  materials. 

Under  the  1970  legislation,  any  surety  company  certified  by  the  U.S.  Treasury  to  issue  bonds 
is  eligible  to  participate  in  the  SBG  program;  however,  all  underwriting  of  bonds  is  subject 
to  SBA's  review  and  approval.   To  increase  small  contractors'  access  to  bonding  and  to 
encourage  larger  surety  companies  to  participate,  Congress,  in  1988,  authorized  the 
establishment  of  a  pilot  Preferred  Surety  program.'   Under  the  Preferred  program,  SBA 
certifies  selected  surety  companies  to  issue,  monitor,  and  service  the  SBA-guaranteed  bonds 
without  SBA's  prior  approval.    Surety  companies  are  prohibited  from  simultaneously 
participating  in  the  older  "Prior  Approval"  program  (Plan  A)  and  the  new  Preferred  program 
(Plan  B). 

Under  the  Plan  A  and  Plan  B  programs,  in  return  for  providing  a  guarantee,  SBA  receives 
20  percent  of  the  surety  company's  premium  collected  from  the  contractor.   The  agency  also 
commands  an  additional  fee  from  contractors— not  assessed  for  standard  non-SBA  bonds— 
which  is  currenUy  $6  per  SI, 000  of  the  contract  amount.   From  December  1976  through 


'A  person  or  entity  letting  a  contract. 

'On  August  21,  1994,  Congitss  raised  the  bonding  threshold  to  $100,000,  effective  October  1,  199S. 

'Congress  has  since  extended  the  pilot  Preferred  program  through  September  30,  1995.    As  of  August  1995, 
legislation  was  pending  to  extend  the  program  through  September  30,  1997. 
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May  31,  1995,  the  Plan  A  program  has  guaranteed  nearly  218,000  final  bonds,  with  SBA's 
guaranteed  portion  of  the  bonds  equal  to  $18.2  billion.  The  Plan  B  program  has  guaranteed 
more  than  4,700  final  bonds,  with  SBA's  guaranteed  portion  totalling  $652  million. 

To  be  eligible  to  participate  in  either  plan,  a  contractor  must  have  an  average  annual  revenue 
not  exceeding  $5  million  over  the  past  three  fiscal  years.    Moreover,  the  contract  amount 
cannot  exceed  $1.25  million.  The  contractor  must  also  be  unable  to  obtain  a  bond  elsewhere 
under  reasonable  terms  without  the  guarantee,  and  an  expectation  must  exist  that  the  contract 
can  indeed  be  performed.   The  contract  must  also  meet  SBA's  completion  time  and  cost 
requirements,  and  it  must  contain  "reasonable"  terms  and  conditions. 

If  the  contractor  defaults  on  a  contraa,  the  surety  company  is  responsible  for  fulfilling  the 
terms  of  the  concract.   SBA  will  reimburse  the  surety  company  for  up  to  the  guaranteed 
portion  of  the  losses.   The  company  is  responsible  for  attempting  to  recover  losses  from  the 
contractor  based  upon  an  indemnity  agreement,  in  which  the  contractor  agrees  to  be  held 
liable  in  case  of  default.   All  recoveries  made  by  the  surety  company  are  shared  with  SBA  on 
a  pro  rata  basis.   SBA's  losses  between  December  1976  and  September  30,  1994  totalled 
$438  million  out  of  $21.6  billion  in  bond  guarantees  (2  percent);  losses  in  FY  1994  totalled 
$18.6  million  out  of  $1.08  billion  in  bond  guarantees  (1.7  percent). 

The  Plan  A  and  Plan  B  programs  differ  in  several  important  respects.   First,  contractors 
bonded  under  the  Plan  A  program  are  usually  smaller,  less  experienced,  and  show  less 
growth  potential  than  contractors  bonded  under  the  Plan  B  program.   Some  of  the  Plan  A 
surety  companies  only  whte  bonds  backed  by  the  SBA  guarantee  and  do  not  participate  in  the 
standard  bond  market.    Plan  A  surety  companies  normally  rely  upon  Managing  General 
Agents  to  underwrite  many  of  their  bonds  and  to  submit  surety  bond  applications  to  SBA  for 
final  approval.   Plan  B  surety  companies,  on  the  other  hand,  are  genei^y  larger,  have  their 
own  underwriting  and  claims  departments,  and  are  authorized  to  approve  or  decline  the  bond 
applications  themselves.   All  Plan  B  surety  companies  write  both  SBA-guaranteed  bonds  and 
standard  bonds.   Finally,  contractors'  paperwork  requirements  are  less  onerous  under  the 
Plan  B  program  than  under  Plan  A. 

Under  Plan  A,  SBA  guarantees  90  percent  of  the  losses  incurred  on  bonds  that  are  valued  at 
$100,000  or  less,  and  for  bonds  whose  contractors  are  socially  and  economically 
disadvantaged;  all  other  Plan  A  contracts  have  an  80  percent  guarantee.   Under  Plan  B,  SBA 
guarantees  70  percent  of  the  losses  incurred. 

Once  contractors  in  either  program  are  able  to  meet  minimum  financial  requirements  for 
standard  bonding,  they  are  expected  to  graduate  from  the  SBG  program  and  be  able  to 
obtain  standard  bonds  from  the  same  or  different  surety  companies.   In  determining  whether 
a  contractor  is  ready  to  graduate,  the  surety  company  and  its  agents  consider  such  factors  as 
the  contractor's  work  history  and  financial  condition,  e.g.,  amount  of  working  capital,  debt 
to  equity  ratio,  and  record  of  payments  to  suppliers  and  subcontractors. 
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The  Office  of  Surety  Guarantees  (OSG)  is  responsible  for  administering  both  the  Plan  A  and 
Plan  B  programs.  Ten  SBA  field  offices  underwrite  and  process  applications  for  the  Plan  A 
program,  provide  customer  assistance  to  contractors,  and  perform  other  outreach  functions  to 
promote  use  of  SBG  programs.  The  headquarters  office  in  Washington,  D.C,  is  responsible 
for  overseeing  field  office  activity;  establishing  program  goals,  policies,  and  procedures; 
processing  claims  and  monitoring  recovenes;  and  conducting  on-site  reviews  of  the 
participatuig  surety  companies. 
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OBJECTIVES,  SCOPE  AND  METHODOLOGY 

The  Office  of  Inspector  General  (GIG)  initiated  this  inspection  in  October  1994  to  evaluate 
the  effeoiveness  of  selected  aspects  of  the  SBG  program.   Spedficaily,  the  inspection's 
objectives  were  to: 

•  Determine  the  extent  to  which  contractors  participating  in  the  SBG  program 
become  bondable  on  their  own. 

•  Assess  the  reasonableness  of  SBA's  losses  on  its  guaranteed  surety  bonds. 

•  Compare  participating  surety  companies'  recoveries  on  SBA-guaranteed  bonds 
with  recoveries  on  their  standard  construction  contract  bonds. 

It  should  be  noted  that  our  inspection  did  not  address  all  measures  of  program  effectiveness, 
including  the  extent  to  which  the  SBG  program  increases  access  to  bonding  for  contractors 
who  otherwise  could  not  obtain  surety  bonds.'  The  OIG  inspection  t<^rn  reviewed 
legislation  establishing  the  Plan  A  and  B  programs,  as  well  as  the  related  legislative  record, 
regulations,  and  standard  operating  procedures  (SOPs)  to  determine  the  program's  intent  with 
regard  to  graduation.   The  team  also  obtained  information  related  to  our  inspection  objectives 
from  OSG  officials,  as  weU  as  surety  bond  agents  and  representatives  of  trade  and 
membership  associations,  including  the  National  Association  of  Surety  Bond  Producers  and 
the  National  Association  of  Minority  Contractors. 

To  detennine  the  extent  to  which  contractors  participating  in  the  SBG  program  become 
bondable  on  their  own,  i.e.,  graduate  from  SBA-guaranteed  bonding  to  standard  bonding,  we 
collected  and  analyzed  graduation  data  from  three  Plan  A  sureties  and  three  Plan  B  sureties. 
Surety  companies  were  selected  based  on  the  volume  of  bonds  they  had  written  widi  an  SBA 
guarantee. 


From  each  of  the  Plan  A  surety  companies,  the  OIG  team  requested  graduation  data  on  a 
statistical  sample  of  contractors  who  had  received  an  SBA-guaranteed  final  bond  for  the  first 
time  between  calendar  years  1987  and  1989.   We  selected  this  relatively  remote  time  period 
to  determine  the  extent  to  which  contractors  remained  in  the  SBG  program  for  extended 
lengths  of  time  and  to  obtain  a  more  accurate  graduation  rate.   Our  sample  permitted  us  to 


'Thii  issue  is  iddresaed  in  a  June  1995  GAO  rqxm.  ■''nffll  P"^pga»:   Conatniction  Fima'  Acceas  to  Surety 
Bonds  (GAO/RCED-95-173  FS). 
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generalize  our  findings  on  program  satus  and  length  of  time  spent  in  the  program  to  the 
universe  of  contractors  who  received  first-time,  SBA-guaranteed  final  surety  bonds  in  1987- 
89  ft-ora  the  three  surety  companies.   These  analyses  were  made  with  a  95  percent  confidence 
level. 

For  each  of  the  three  Plan  B  sureties,  we  requested  graduation  data  on  all  contractors  who 
had  received  an  SBA-guaranteed  final  bond  for  the  first  time  in  calendar  years  1990-92.   We 
were  unable  to  coUect  data  for  an  earlier  time  period  because  the  implementation  of  the  Plan 
B  program  did  not  begin  until  1990. 

The  OIG  team  requested  surety  company  officials  to  identify  from  their  records  whether 
contractors  (1)  had  graduated,  (2)  were  still  receiving  SBA-guaranteed  bonds,  or  (3)  were  no 
longer  receiving  surety  bonds  from  the  company.   Plan  A  companies  obtained  the  data  from 
records  maintained  either  by  their  field  offices  or,  in  many  cases,  agents  or  subagents;  Plan 
B  companies  gathered  the  data  exclusively  from  their  field  office  records.    SBA  data  ' 
identifying  the  dates  of  the  Plan  A  and  Plan  B  contractors'  first  and  most  recent  final  bonds 
was  used  to  determine  the  length  of  time  the  contractors  had  participated  in  the  SBG 
program. 

Because  the  data  on  Plan  A  and  Plan  B  contiactors  are  firom  different  time  periods,  however, 
their  usefiilness  in  making  comparisons  between  the  two  programs  may  be  somewhat  limited! 
Further,  our  findings  on  contractors'  graduation,  based  on  analyses  of  data  from  six  surety 
companies,  should  not  be  generalized  to  all  participating  companies.   Because  more  than  half 
of  aU  SBA-guaranteed  bonds  were  written  by  these  surety  companies,  however,  we  believe 
the  findings  are  remarkably  suggestive  of  overall  Plan  A  or  Plan  B  program  activity. 

To  ascertain  contractors'  views  and  experiences  concerning  graduation,  we  interviewed,  by 
telephone,  14  contractors  who  had  graduated  firom  the  SBG  program  within  three  years'after 
obtaining  their  first  final  bond  and  10  contractors  who  had  not  yet  graduated  as  of  January 
1995.   Of  the  14  graduates,  7  each  were  in  the  Plan  A  and  Plan  B  programs.    Of  the  ten 
contractors  stiU  in  the  program,  four  were  in  the  Plan  A  program  and  six  were  in  the  Plan  B 
program.   We  contacted  at  least  one  contractor  from  each  of  the  six  surety  companies  in  our 
stiidy.   Time  and  resource  constraints  permitted  us  to  contact  only  a  limited  number  of 
contractors;  therefore,  we  selected  both  graduates  and  participating  contractors  stiU  receiving 
bonds  who  had  been  in  each  of  the  programs  long  enough  to  expect  to  receive  assistance  to 
help  them  become  bondable  on  their  own.   We  beUeve  that  the  views  of  these  contractors 
while  not  statisticaUy  representative  of  the  views  of  aU  contractors  in  the  surety  companies' 
SBG  program,  may  be  reasonably  indicative  of  the  conti^tors'  program  experiences. 

To  assess  tiie  reasonableness  of  SBA's  loss  rates,  the  OIG  team  compared  SBA's  loss  rates 
on  Plan  A  bonds  with  the  surety  industry's  loss  rates  on  standard  contract  bonds,  as  reported 
by  the  Surety  Association  of  America  (SAA),  for  calendar  years  1992-94.   SAA,  an  advisory 
organization  serving  659  member  surety  companies,  annuaUy  reports  loss  rates  for  the 
approximately  200  member  companies  that  write  contract  bonds.   We  compared  loss  rates 


267 


only  for  the  three  year  period  1992-1994  because  SB  A  data  needed  to  calculate  losses  are 
unreliable  for  previous  years,  according  to  the  Associate  Administrator  for  Surety  Guarantees 
(AA/SG).   In  addition,  using  data  from  each  of  the  Plan  A  surety  companies  in  our  study, 
we  compared  their  loss  rates  on  SBA-guaranteed  bonds  written  in  calendar  years  1992-94 
with  their  loss  rates  on  standard  contract  bonds  written  in  the  same  years. 

We  excluded  Plan  B  bonds  from  our  analysis  of  loss  rates  because  the  Plan  B  program  did 
not  begin  until  1990,  with  many  surety  companies  not  joining  the  program  until  1993. 
B?<^ny  loss  rates  generally  take  from  three  to  five  years  to  materialize,  according  to  the 
OSG,  current  calculations  of  Plan  B  loss  rates  would  likely  have  been  understated. 

For  purposes  of  making  a  meaningful  comparison  between  SBA  loss  rates  and  loss  rates 
reported  by  the  surety  industry,  we  calculated  SBA's  rates  using  the  industry's  standard 
method.  This  method  involves  computing  a  ratio  of  annual  losses  incurred  (the  numerator) 
to  annual  premiums  earned  (the  denominator).   In  contrast,  SBA  calculates  its  loss  rates  by 
computing  a  ratio  of  the  Agency's  portion  of  losses  paid  (the  SBA  guarantee  percentage, 
ranging  from  70-90  percent)  to  the  total  dollar  amount  of  bonds  guaranteed.'  In  November 
1994,  we  discussed  with  the  AA/SG  our  proposed  methodology  for  comparing  SBA's  loss 
rates  on  surety  bonds  with  the  industry's  rates.   She  suggested  slight  modifications  which  we 
adopted;  surety  industry  experts  also  concurred  with  our  methodology. 

The  surety  industry's  numerator-losses  incurred-includes  the  amount  of  losses  (claims)  paid 
plus  the  change  in  the  loss  reserve  balance.'  We  were  unable  to  compute  losses  incurred 
from  available  SBA  data  because  the  Agency  does  not  maintain  a  reserve  balance  in  the  same 
manner  as  the  surety  industry.    Instead,  we  estimated  SBA  losses  incurred  by  using  the 
amount  of  losses  paid.   Industry  experts  believe  that  losses  paid  and  losses  incurred  may  vary 
in  individual  years  due  to  timing  differences  in  establishing  claim  reserves  and  actually 
paying  the  claims,  but  that  the  two  factors  are  equivalent  over  time.   To  minimize  any 
possible  discrepancy  between  losses  paid  and  losses  incurred  in  a  given  year,  we  focused  our 
comparisons  on  the  aggregate  loss  rales  for  SBA  and  the  surety  industry  for  calendar  years 
1992-94. 

In  addition,  we  adjusted  the  industry's  numerator  to  account  for  its  allocated  loss  adjustment 
expenses  (ALAE)*  because  such  expenses  are  included  in  SBA's  losses  paid  amount.  SAA 
does  not  separately  report  ALAE  for  contract  bonds.  Thus,  we  estimated  these  expenses 


^BA  uses  total  dollar  imount  of  bonds  guarmteed,  rather  than  aonual  premiuins  earned,  as  the  denominator 
in  its  losa  ratio  to  show  Congress  the  amount  of  doUai3  lost  from  appropriated  funds  used  for  surety  guarantees, 
according  to  the  AA/SG. 

^The  loss  reserve  balance  is  the  amount  of  funds  set  aside  for  expected  fiitiue  claim  payments. 

*rbese  include  costs  arising  from  a  claim  directly  attributable  to  pursuing  recovery,  e.g.,  attorneys  and 
coUectioD  fees. 
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based  on  the  surety  industry's  ratio  of  ALAE  for  aU  surety  bonds,  e.g..  contract 
Ucense/pemut,  court,  newspaper  caniers,  to  losses  incurred  for  all  surety  bonds'  As  a  final 
step  m  making  the  numerators  comparable,  we  adjusted  SBA's  data  on  losses  paid  to  show 
^e  full  amount  of  losses  paid  rather  than  only  the  portion  covered  by  the  SBA  guarantee 
For  example,  if  SBA  paid  $50,000  on  a  defaulted  bond  with  an  80  percent  guailntee  we 
determined  the  full  loss  amount  to  be  $62,500  ($50,000  divided  by  80  percent). 

To  make  SBA's  denominator  in  its  loss  ratio  comparable  to  the  denominator  used  by  the 
surety  mdustry,  we  adjusted  it  to  reflect  revenue  associated  with  issuing  the  bonds 
Accordingly,  we  .^  the  total  premium  amount  and  fees  paid  by  the  contractor,  rather  than 
the  total  amount  of  bonds  guaranteed. 

FinaUy,  for  the  three  Plan  A  surety  companies  in  our  study,  the  OIG  team  compared  the 
percent  of  losses  they  recovered  on  SBA  bonds  in  calendar  years  1992-94  with  the  oercent 
they  recovered  on  standard  surety  bonds  in  those  years.   We  calculated  a  recovery  Se  based 
on  the  ratio  of  total  claim  recoveries  to  total  losses  incurred,  including  ALAE    TTie  OIG 
team  relied  on  data  provided  to  it  by  the  surety  companies.   Tune  constraints,  however 
precluded  us  from  verifying  these  data.  ' 

The  OIG  inspection  team  conducted  its  work  from  October  1994  to  April  1995  in  accordance 
EfficiCTc  ^^'^^^  ^"^"  Tn^Tvrtion  issued  by  the  President's  CouncU  on  Integrity  and 
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Finding  1:      SBG  Program  Objective  to  Graduate  Contractors  Is  Not  Being  Met  Under 
Plan  A 


Simunary.   The  SBG  program's  goal  of  assisting  small  and  emerging  contractors  to  become 
bondable  on  their  own  is  not  being  met  under  Plan  A.   Overall,  at  the  three  surety  companies 
reviewed,  slightly  less  than  eight  percent  of  the  Plan  A  contractors  who  received  their  first 
SBA-guaranteed  final  bond  between  1987-89  had  graduated  from  the  SBG  program  by 
January  1,  1995.   In  addition,  contractors  who  had  not  graduated  remained  in  the  program, 
on  average,  for  less  than  one  year,  suggesting  that  surety  companies  had  not  forged  the 
longer-term  relationships  with  contracton  that  are  conducive  to  helping  them  become 
bondable  on  their  own.  Typically,  those  contractors  who  did  not  graduate  received  bonding 
only  once  before  leaving  the  program.   Surety  company  officials  believe  that  most 
contractors  who  left  before  graduating:   (1)  shifted  their  business  to  projects  not  requiring 
surety  bonds,  (2)  obtained  high-risk  specialty  bonds  which  are  costlier  than  standard  bonds 
but  carry  less  onerous  paperwork  requirements  than  SBA  bonds,  or  (3)  went  out  of  business. 
It  appears  that  SBA  has  not  sufficiently  communicated  to  the  surety  companies  its  goal  of 
graduating  contractors  or  the  surety  companies  are  disregarding  it.   Moreover,  none  of  the 
three  Plan  A  surety  companies  maintained  data  on  contractor  graduation  or  otherwise  placed 
emphasis  on  graduation.   In  addidon,  it  appeared  that  surety  companies  and  their  agents  were 
not  providing  technical  assistance  consistently  to  all  contractors  in  need  of  it. 

We  recommend  that  the  AA/SG  set  a  target  graduation  rate  and  require  participating  surety 
companies  to  maintain  records  on  graduation  for  purposes  of  appropriate  program  oversight. 
In  addition,  OSG  should  publish  a  pamphlet,  to  be  disseminated  to  participating  contractors 
by  Plan  A  surety  companies,  promulgating  guidelines  for  graduation,  including  dme  frames 
for  contractor  participation  in  the  SBG  program  and  types  and  sources  of  technical  assistance 
that  may  be  available  to  contractors. 


Discussion. 


Few  Plan  A  Contractors  Graduated  from  the  SBG  Program 

Despite  the  SBG  program  goal'  of  assisting  Plan  A  contractors  to  become  bondable  on  their 
own,  only  7.6  percent  of  the  contractors  who  received  SBA-guaranteed  final  bonds  for  the 
first  time  in  1987-89  had  graduated  from  the  program  as  of  January  1,  1995  (see  Table  1.1). 
As  of  that  date,  the  vast  majority  of  contracton  (83  percent)  were  no  longer  receiving  bonds 


'As  stated  in  SOP  SO  45  1. 
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from  the  surety  company;  only  2  percent  were  still  receiving  SBA-guaranteed  bonds.   (See 
Appenoix  A  for  the  range  in  sampling  error.) 

Table  1.1:   Status  of  Plan  A  Contractors  Who  Received  Their  First  SBA  Final  Bond 
in  1987-1989:   as  of  Janoary  1,  1995 


Snreiy  No.  of  Still  in         No  Longer 

CompauT         Contractors  Graduated  SBG  Program  Bonding'  Other* 

t:! 33 0^0 92J  43 


2.9 


bil ZJ y 88.7 

bll ILT 43 ^3 10.7 

T°'''  7.6  2.1  83.4  6.9 

SouRC  DaUwnobUined  from  the  bdividiulfURtycGaipniia. 

•  Inoudej  eonn^anri  who  withdrew  fron  ihe  surety,  were  t«nnin«ted.  or  wbcw  dlea  cou^ 
soety  mdicuiDg  they  were  iio  looger  receiving  bonding  frco  that  compaay. 

P^Bn«nivil1^1lll^f^l^nnt^»L-^nr.»^»^«»~»^;—  ; k— 4--i-:— ^ ^  ^|^^^ fliiiiiiii  ■ 

The  large  majority  of  ccntiacton  no  longer  receiving  bonds  includes  those  who  withdrew 
from  the  surety  company  or  were  terminated  by  the  surety  company  for  no  longer  meeting 
underwriting  standards,  and  those  whose  files  could  not  be  located  by  the  surety  company, 
indicating  that  they  were  no  longer  receiving  bonds.   Unfortunately,  it  was  not  possible  to 
obtain  precise  records  on  contracton  in  all  cases  because  of  the  age  of  the  files  and 
companies'  difficulty  in  tracking  the  whereabouts  of  contractors  who  left  the  SBG  program. 
In  addition,  in  some  cases,  the  agents  who  initially  wrote  the  bonds  no  longer  worked  for  the 
surety  company,  hindering  the  company's  ability  to  locate  the  contractor  records. 

OSG  program  managers  indicated  they  believe  that  many  contractors  no  longer  receiving 
SBA-guaranteed  bonds  from  the  three  Plan  A  companies  may  have  subsequently  obtained 
SBA  bonds  from  other  surety  companies-thus  understating  our  findings  regarding  the 
number  of  contractors  remaining  in  the  SBG  program.   We  explored  this  possibility  with 
surety  company  officials  who  did  not  generally  agree.    Representatives  of  two  of  the  three 
Plan  A  companies  told  us  that  most  contractors  who  left  the  SBG  program  before  graduating: 
(1)  shifted  their  business  to  projects  that  do  not  require  surety  bonds  (residential  construction, 
for  example)  or  (2)  obtained  high-risk  specialty  bonds  which  have  higher  premiums  than 
standard  bonds  and  often  are  collateralized,  as  an  alternative  to  SBA  bonding  which  carries 
more  burdensome  paperwork  requirements.    In  addition,  surety  company  representatives  told 
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us  thai  a  smaller  percentage  of  contractors  went  out  of  business.    According  to  a  1992  SBA 
report  'js  the  Congress,^  nearly  23  percent  of  construction  businesses  terminate  within  two 
years  arier  starting  and  54  percent  terminate  within  four  years. 

Only  in  the  case  of     A-2     did  it  appear  likely  that  contractors  who  left  the  SBG  program 
subsequently  obtained  SBA-guaianteed  bonds  elsewhere.       a-2     officials  indicated  that 
during  die  time  frame  of  our  study,        A-2  "s  premiums  were  higher  than  other  major  Plan 
A  surety  companies;  consequently,  contractors  may  have  switched  companies  to  reduce  their 
costs. 

On  average,  contractors  received  SBA-guaianteed  bonds  for  almost  two  years  before 
graduating  (see  Table  1.2).   While  almost  a  third  of  the  contractors  received  only  one  bond 
before  graduating,  almost  the  same  percentage  took  three  years  or  longer  to  graduate.   Only 
slightly  more  than  ten  percent  took  more  than  five  years  to  graduate,  supporting  the  three 
surety  companies'  belief  that  five  years  is  the  maximum  amount  of  time  contractors  should 
need  to  become  bondable  on  their  own.   (See  Appendix  B  for  the  range  in  sampling  error.) 


Table  1.2:  Length  of  Tune  in  the  SBG  Program 
(Gradoated  Plan  A  Contractors) 


Percentage  of  Contractors* 


Estimated  One  Avenge 

Sorety  No.  of  Time      2  Days-       1  Yr.-      2  Yrs.-     3  Yrs.-      Over        Mos.  ia 

Co.  Gradoates      Bonding  1  Yr.        2  Yrs.        3  Yrs.        S  Yrs.      5  Yrs.      Program 


A-2 

40.0 

30.0 

10.0 

10.0 

0.0 

10.0 

15.7 

A-3 

47.1 

11.8 

17.6 

0.0 

23J 

0.0 

13.1 

A-1 

22.9 

8.6 

22-9 

11.4 

20.0 

14J 

27.6 

Total 

29J 

12.9 

19.8 

9.6 

16.9 

IIJ 

23.4 

'Fitimairi  were  prqiected  based  on  ample  remits. 

Generally,  according  to  surety  company  officials,  contractors  who  qualified  for  standard 
bonding  and  graduated,  after  receiving  only  one  SBA-guaranteed  bond,  had  relevant  work 
experience  before  entering  the  SBG  program,  but  either  had  never  completed  a  project 
requiring  a  surety  bond  or  had  obtained  bonds  only  for  smaller  prtjjects.   For  these 


"ElBcauve  Office  of  the  Preadeot,  The  State  of  SnwII  Ra^meq:    A  Report  of  the  President  (Washingtoo. 
O.C:   Covenmem  Printing  Office,  1992,  p.  193. 
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contracars,  successful  completion  of  one  SBA-guaranteed  bonded  project  was  sufficient  to 
qualify  for  standard  bonding. 

We  believe  that  the  lack  of  emphasis  surety  companies  have  placed  on  the  program  goal  of 
graduation  has  contributed  to  the  small  percentage  of  graduates.    According  to  SOP  SO  4S  1 , 
issued  in  1983,  an  objective  of  the  SBG  program  is  to  assist  small  and  emerging  contractors 
to  become  more  bondable  in  their  own  right,  without  the  need  of  an  SBA-guaranteed  bond. 
The  SOP,  however,  does  not  offer  an  optimal  time  frame  for  graduating  and  OSG  does  not 
measure  the  achievement  of  this  objective.   While  the  then  AA/SG  told  us  that  she  often 
emphasizes  the  program  goal  of  graduation  in  speeches  and  other  communications  with  surety 
companies,  officials  of  the  three  Plan  A  surety  companies  indicated  that  either  they  were  not 
aware  of  the  goal  of  graduation  or  the  goal  had  not  been  formally  communicated  to  them  by 
SEA.   None  of  the  three  surety  companies  had  set  goals  for  graduating  contractors  or 
maintained  records  on  graduation. 

A  vice  president  of  one  of  the  three  surety  companies,  for  example,  was  unfamiliar  with  the 
term  '^aduation, '  but,  when  it  was  explained  to  him,  he  said  that  the  company's  managing 
general  agent  (MGA)  makes  all  decisions  relating  to  graduation.   Officials  of  the  MGA,  in 
turn,  told  us  that  the  MGA's  sub-agents  make  all  decisions  on  graduating  contractors. 

The  draft  version  of  the  revised  SOP,  which  is  expected  to  be  finalized  before  the  end  of  FY 
199S,  strengthens  the  goal  of  graduation  by  specifying  that  'participating  sureties  and  SBA 
should  assist  these  contracton  in  achieving  this  gral.  *   SBA  has  not,  however,  established  a 
time  frame  in  which  SBA-bonded  contractors  are  expected  to  graduate  or  clarified  the  types 
and  sources  of  assistance  that  are  available  to  contractors.    In  general,  surety  industry 
officials  believe  that  within  three  to  five  years  after  a  contractor  first  obtains  an  SBA- 
guaranteed  bond,  an  underwriter  should  be  able  to  gauge  the  contractors'  financial  condition 
and  potential  for  obtaining  standard  bonding. 

With  regard  to  the  small  percentage  of  contractors  who  remain  in  the  Plan  A  program  for  an 
extended  period  of  time,  industry  experts  point  out  that  some  MGAs  who  underwrite  only 
SBA-guaianteed  bonds  for  the  surety  companies  have  a  financial  disincentive  to  graduate 
contractors  from  the  Plan  A  program.   If  the  contractor  were  to  graduate  and  obtain  standard 
bonding,  these  MGAs,  of  course,  would  lose  the  contractor's  business  to  another  agent 

One  MGA  who  writes  only  SBA  bonds,  for  example,  conceded  that  his  agency  has  a 
financial  incentive  to  keep  contractors  in  the  Plan  A  program.   Yet,  in  his  opinion,  an 
MGA's  success  in  graduating  contractors  can  be  a  good  marketing  tool  for  attracting  business 
from  other  contractors. 

Most  of  the  Plan  A  contractors  with  whom  we  spoke  agreed  that  it  was  preferable  to 
graduate  because  standard  bonding  was  less  expensive  and  quicker  to  obtain  than  SBA- 
guaranteed  bonding.  To  obtain  an  SBA-guaranteed  bond,  contractors  are  assessed  an  extra 
fee  of  S6  per  $1,000  of  the  contraa  amount.   In  addition,  they  must  complete  additional 
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paperwork  not  required  for  standard  bonaing,  which  results,  in  some  cases,  in  a  10-30  day 
delay  in  getting  the  bond;  in  contrast,  obtaining  standard  bonds  generally  involves  little  or  no 
wait  once  a  contractor  qualifies.    Most  of  the  contractors  who  are  still  receiving  SBA- 
guarantesd  bonds  said  they  believed  they  lacked  suffi    .nt  cash  flow  or  capitalization  to 
qualify  for  standard  bonding.   Two  said  they  preferr?-  staying  in  the  SBG  program  because 
they  couid  depend  on  getting  bonding  when  neecec  .md  bid  on  larger  projects  than  would  be 
pennitted  if  they  had  to  obtain  standard  bonding. 


Non?raduates'  Short  Time  in  Propam  Mav  Have  Reduced  Their  Chances  to  Become 
Bondable  on  Their  Own 

While,  in  general,  contracton  are  not  spending  excessive  lengths  of  time  in  the  SBG 
program,  they  are  also  not  remaining  in  the  program  long  enough  to  realize  their  growth 
potential  and  ultimately  qualify  for  standard  bonding.   As  shown  in  Table  1.3,  only  nine 
percent  of  the  contractors  who  did  not  graduate  from  the  SBG  program  remained  in  the 
program  for  more  than  three  years,  but  over  two-thirds  of  the  contractors  received  bonding 
for  less  than  one  year  before  they  withdrew  or  were  terminated.   On  average,  contractors 
received  SBA-gtiaranteed  bonding  from  the  surety  company  for  slightly  less  than  one  year. 
Forty-three  percent  of  the  contractors  obtained  bonding  only  once  before  they  withdrew  or 
were  terminated  from  the  program.   (See  Appendix  C  for  the  range  in  sampling  error.) 


Table  13:  Length  of  Time  in  SBG  Program 
(Non  — Gradaated  Plan  A  Contractors) 


Percentage  of  Contracton' 


Estimated^  One  Arerage 

Surety     Mo.  of  Non-  Time      2  Days-      1  Yr.-    2  Yrs.-     3  Yrs.-       Over       Mo*,  in 

Co.  Gradnates      Bonding  1  Yr.      2  Yrs.        3  Yrs.        S  Yrs.      5  Yrs.      Program 


A-2 

4«.6 

23.8 

13.4 

8.6 

4J 

1.0 

93 

A-3 

39.8 

27.1 

17.2 

9.0 

4J 

2J 

10.7 

A-1 

38J 

23.8 

15.1 

8.7 

72 

6.8 

14.9 

Total  43.0  243  14.7  8.7  5.6  3.6  11.9 

*  Includes  contractan  who  withdrew,  were  tennauted.  or  are  stiU  in  the  prtigram. 
k  Pf»^.i«.  «ere  projected  based  on  siisple  results. 


These  f^^w  as  well  as  the  low  graduation  rate  previously  discussed,  suggest  that  the  surety 
companies  are  not  building  longer-term  relationships  with  the  bulk  of  the  contractors 
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sufficient  to  help  ihem  become  bondable  on  their  own.   As  discussed  previously,  some 
contractors  leave  the  program  because  they  go  out  of  business;  however,  our  discussions  with 
contractors  and  industry  association  representatives  suggest  that  they  would  have  a  better 
chance  of  growing  and  remaining  viable  if  surety  companies,  or  their  agents,  provided 
appropriate  technical  assistance  to  their  clientele. 

Currently,  contractors  may  request  business  development  assistance  through  SBA's  Small 
Business  Development  Centers  or  Service  Corps  of  Retired  Executives  on  their  SEA 
Application  for  Surety  Bond  Guarantee  Assistance.'   Only  a  very  small  percentage  of 
contractors  request  such  assistance,  however,  according  to  OSG  field  officials.   These 
officials  believe  that  many  contractors  who  need  the  assistance  do  not  so  indicate  in  their 
application  because  either  they  do  not  fully  understand  SBA's  offer  of  assistance,  they  do  not 
realize  that  they  need  the  assistance,  or  they  do  not  want  to  disclose  the  need  to  the  federal 
government. 

According  to  officials  of  the  National  Association  of  Minority  Contractors,  contractors  need 
training  to  become  bondable  on  their  own,  particularly  in  preparing  financial  statements,  tax 
returns,  and  other  accounting  requirements;  mastering  prudent  cash  management  techniques; 
and  learning  job  costing  approaches.   Both  surety  company  officials  and  agents  told  us  that ' 
agents  often  provide  technical  assistance  to  contractors  to  help  them  increase  their  revenue, 
become  financially  stable,  and  ultimately  qualify  for  standard  bonding.   Such  assistance,  they 
said,  might  take  the  form  of  guidance  in  establishing  efficient  cost  accounting  systems; 
determining  feasible  job  size  and  type;  improving  management  techniques;  finding 
subcontractors,  suppliers,  and  customers;  and  making  referrals  to  accountants,  lawyers,  and 
bankers.   OSG  field  officials  generally  confirmed  that  agents  provided  such  assistance  to 
contractors;  however,  they  said  that  the  assistance  was  not  provided  to  contractors  who 
needed  it  in  all  cases  and  depended  largely  on  the  inclination  of  individual  agents.   This 
viewpoint  may  explain  why  most  of  the  Plan  A  contractors  with  whom  we  spoke  told  us  they 
received  little  or  no  technical  assistance  from  the  surety  companies  or  their  agents  to  help 
them  become  bondable  on  their  own. 

Conclusion.  The  OIG  team's  finding  that  few  contractors  remain  in  the  Plan  A  program  for 
more  than  five  years  demonstrates  that  the  program  is  generally  not  being  used  for  extended 
lengths  of  time  by  small  and  emerging  contractors.  On  the  other  hand,  fewer  than  eight 
percent  of  the  contractors  graduated  from  the  program,  indicating  that  the  program's  goal  of 
helping  contractors  become  bondable  on  their  own  is  not  being  met.  Apparently,  the  goal  of 
graduation  has  not  been  sufficiently  communicated  to,  or  accepted  by,  surety  companies. 

Given  that  contractors  receiving  SBA-guaranteed  bonds  under  the  Plan  A  program  are 
smaller  and  less  experienced,  we  believe  that  more  uniform  technical  assistance  designed  to 

TTiese  SBA  programs  are  capable  of  assisting  contractors  in  such  areas  as  marketing  techniques, 
understanding  financial  statements,  and  in  general  business  management. 
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help  them  achieve  their  growth  potential  and  financial  stability  would  be  particularly  useful  in 
ensuring  that  the  SBG  program  goal  is  met.    The  impending  SOP  revisions,  which  more 
strongly  encourage  participating  surety  companies  to  assist  contractors  in  graduating  from  the 
SBG  program,  appear  to  be  a  first  step  in  helping  ensure  that  all  contractors  receive 
sufficient  assistance  to  help  them  become  bondable  on  their  own;  however,  they  fail  to 
suggest  an  optimal  time  frame  for  doing  so. 


Reconunendations.   Our  recommendations  for  the  Plan  A  and  Plan  B  programs  are  found  on 
p.  20. 


14 


276 


Finding  2:      SBG  Program  Goal  of  Graduation  Appears  To  Be  Met  Under 
Plan  B,  but  More  Could  Be  Done 


Summary.   The  Plan  B  program  appears  to  be  reasonably  satisfying  its  goal  of  helping 
conuaciors  become  bondablc  on  their  own:   At  the  three  surety  companies  reviewed,  about 
22  percent  of  the  contractors  receiving  their  first  SBA-guaranteed  final  bonds  in  years  1990- 
92  graduated  from  the  program.   Officials  of  the  three  Plan  B  surety  companies  in  the  OIG 
inspection  indicated  that  they  were  aware  of  the  program  goal,  had  developed  their  own  goals 
of  graduating  contractors  within  two  to  four  yean,  and  enforced  these  time  frames.   The 
apparent  lack  of  technical  assistance  provided  to  contractors,  however,  suggests  that  the  Plan 
B  program  could  be  helping  even  more  contracton  become  bondable  on  their  own.   In 
addition,  in  the  absence  of  any  SBA  requirements  to  maintain  graduation  records,  the  surety 
companies  do  not  systemadcally  measure  graduadon  or  monitor  the  length  of  time  contractors 
remain  in  the  program. 

We  recommend  that  the  AA/SG  set  a  target  graduadon  rate  and  require  participating  surety 
companies  to  maintain  records  on  graduation  for  purposes  of  appropriate  program  oversight 
In  addidon,  OSG  should  publish  a  pamphlet,  to  be  disseminated  to  parddpating  contractors 
by  Plan  B  surety  companies,  promulgating  guidelines  for  graduadon,  including  time  frames 
for  connactor  pardcipadon  in  the  SBG  program  and  types  and  sources  of  technical  assistance 
that  may  be  available. 


Discussion. 


Plan  B  Surety  Companies  Placed  High  Emphasis  on  Graduation 

As  of  January  1,  1995,  slighdy  more  than  22  percent  of  die  contractors  who  had  received 
dieir  first  SBA-guaranteed  final  bonds  during  1990-92  had  graduated  from  the  three  Plan  B 
surety  companies  (see  Table  2.1).   An  almost  equal  percentage  of  contractors  were  still 
receiving  SBA-guaranteed  bonds,  while  about  half  of  the  contractors  had  wididrawn  from  the 
SBG  program  or  were  terminated  by  the  surety  company  because  they  no  longer  met  the 
company's  underwriting  standards.   In  die  QIC's  opinion,  a  graduadon  rate  of  22  percent  is 
reasonable  considering  that  at  the  time  of  our  study,  many  contractors  had  received  their  first 
bond  less  dian  three  years  ago,  and  construction  businesses  frequenUy  terminate  within  the 
first  few  years  of  operatiing  (sec  pp.  9-10). 
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Table  2.1:   Status  of  Plan  B  Contractors  Who  Received  Their  First  SEA  Final  Bond 
in  1990-1992:   as  of  January  1,  1995 


===== 

No.  of 
Contractors 

Percentage  of  Contractors 

Sorety 
Company 

Graduated 

SBG 

StiU  1- 
Program 

No  Longer 
Bond;sg- 

-Jther* 

B-3 

43J 

0.0 

47.8 

8.7 

B-1 

20.0 

21.9 

50.0 

8.1 

B-2 

26.0 

15.1 

4«.6 

12J 

Total 

22.4 

19  J 

49J 

8.9 

*  t~-liiiHi-« cootrKtcn  who  wilfadrew  from  the  surety  or  were  terminaled. 
^Prinurdyindudexeaotractan  who  were  inactive,  involved  in  claim  proceediogi,  or  went  out  of  bi 


The  graduation  rate  may  be  slightly  understated.   Atxording  to  officials  of  the  three  Plan  B 
surety  companies,  many  contractors  who  withdrew  or  were  terminated,  but  remained  in 
business,  probably  obtained  bonding  (either  SBA-guaranteed  or  non-SBA)  from  other  surety 
companies.   In  our  opinion,  this  stands  to  reason  because  the  Plan  B  program  is  designed  for 
the  small  contractor  with  reasonable  growth  potential. 

As  shown  in  Table  2.2,  contractors  graduated,  on  average,  about  10  months  after  receiving 
their  first  SBA-guaranteed  bond.   Only  about  three  percent  took  more  than  three  years  to 
graduate,'  supporting  the  surety  companies'  assertion  that  they  attempted  to  graduate 
contractors  within  two  to  four  years. 


'We  believe  this  perceatage  may  be  slightly  understated  because  u  the  '■"»>  of  our  study,  three  yean  had 
not  yet  expired  for  those  contractors  who  received  first  timi'  bonds  m  1992.   It  is  reasonable  to  assume  that  by 
the  same  ome  next  year,  for  example,  the  perceatage  of  contracion  who  graihiate  m  more  than  three  yean  will 
at  least  slightly  increase. 
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Table  2^:  Length  of  Tune  in  SBG  Program 
(Graduated  Plan  B  Contractors) 


Number  of 
Graduates 

Percentage 

of  Contractors 

=^==^= 

Surety 
Company 

One  Time 
Bonding 

2  Days - 
1  Yr. 

1  Yr.- 
2Yrs. 

2  Yrs.- 
3Yrs. 

Over  3 
Yrs. 

Avg.  Mos. 
in  Proeram 

B-3 

10.0 

70.0 

20.0 

0.0 

0.0 

83 

B-1 

19.4 

48.4 

17.7 

IIJ 

3.2 

10.1 

B-2 

5J 

57.9 

26J 

5J 

53 

11.2 

Total 


15.4 


52.8 


19.8 


8.8 


33 


10.1 


Individual  surety  companies'  graduation  rates  ranged  from  20  percent  at    B-l 

,  to  43.5  percent  at  B-3 
(see  Table  2.1  on  p.  16).  All  thiee 
companies  indicated  that  they  were  aware  of  the  Plan  B  program  goal  of  helping  contiacton 
become  bondable  on  their  own,  and  each  company  had  set  an  internal  goal  of  graduating 
contracton  widiin  two  to  four  years  after  they  obtained  their  first  bond.   If  at  the  end  of  the 
respective  time  period  the  contractor  does  not  show  appreciable  growth  or  potential  to 
graduate,  the  officials  said  that  the  company  frequently  would  stop  writing  bonds  for  that 
contiaaor.   This  philosophy  appears  to  comport  with  the  surety  companies'  business 
interests.    In  general,  the  companies  wish  to  see  small  and  emerging  contractors  grow  so  that 
once  the  contractor  graduates,  the  surety  company  can  continue  to  write  larger  bonds  for 
them  and,  in  return,  earn  higher  premiums.   Once  the  contractor  stops  showing  a  potential 
for  growth,  the  company  loses  interest  in  the  contractor's  future  business. 

B-3  's  experience  probably  best  illustrates  the  surety  companies'  commitment  to  the  dual 
principle  of  helping  contractors  realize  their  potential  and  dropping  them  ftxjm  the  program  if 
they  do  not.    Of  the       contiacton  who  received  their  first  SBA-guaranteed  bonds  at   b-3 
in  years  1990-92,        graduated,        were  terminated  by    b-3  ,        withdrew,        was 
inactive,  and        went  out  of  business.     As  of  January  1,  1995,  none  were  receiving  SEA 
bonds  (see  Table  2.1). 

According  to  b-3   's  vice  president  for  construction  services,   b-3    applies  a  "groom  and 
grow"  approach  to  contractors  in  the  Plan  B  program.  The  company  views  Plan  B  as  a 
starting  place  for  emerging  contractors  to  grow  and  expects  contractors  to  graduate  from  the 
program  within  24  months.   In  some  cases,  b-3    has  terminated  contractors  who,  after 
receiving  only  one  or  two  bonds,  failed  to  exhibit  the  ability  to  grow  any  further,  the  offidai 
stated. 


17 


279 


We  spoke  with  seven  contractors  who  were  among  those  who  had  graduated  from  the  three 
Plan  B  surety  companies.   They  stated  that  an  improved  financial  status,  e.g.,  working 
capital,  net  worth,  or  profits  had  enabled  them  to  graduate.    Other  important  factors 
mentioned  by  the  contractors  include  active  and  dependable  work  histories  and  good 
relationships  with  their  agents.   See  Appendix  D  for  graduates'  revenue  growth  while  in  the 
Plan  B  program. 

Despite  the  surety  companies'  reasonably  good  track  record  in  graduating  contractors,  none 
of  the  companies  systematically  measures  graduation  rates  or  contractors'  length  of  time  in 
the  program.   Although  the  AA/SG  has  encouraged  officials  of  Plan  B  surety  companies  to 
maintain  records  on  graduation,  no  written  SBA  policy  requires  companies  to  collect  this 
information.   Aggregate  informadon  on  graduation  was  not  readily  available  at  companies' 
headquarters;  it  could  only  be  culled  from  individual  contractor  files  located  in  field  offices. 
In  our  opinion,  the  regular  collection  of  such  information  is  needed  to  enable  SBA  to  monitor 
participating  surety  companies'  effectiveness  in  meedng  the  program's  graduation  goal. 


Improved  Technical  Assistance  Could  Help  More  Contractors  Graduate 

The  majority  of  the  contractors  who  did  not  graduate  remained  in  the  Plan  B  program  for 
less  than  one  year.    Several  contractors  who  were  still  receiving  SBA-guaranteed  bonds  as  of 
January  1,  199S,  told  us  they  had  received  little  or  no  t«v>hn;<ni  assistance  from  surety 
companies  or  agents  to  strengthen  the  management  or  financial  condition  of  their  businesses 
(see  p.  13  for  further  discussion  of  technical  assistance).    In  our  judgment,  given  contractors' 
limited  time  in  the  program  and  the  apparent  lack  of  technical  assistance  provided  to  them, 
many  contracton  may  not  have  been  given  sufficient  opportunity  to  become  bondable  on 
their  own. 

As  illustrated  in  Table  2.3,  almost  60  percent  of  the  contracton  who  did  not  graduate 
remained  in  the  Plan  B  program  for  less  than  one  year.   Of  these,  about  half  received 
bonding  only  once  before  they  withdrew  from  the  program  or  were  terminated  by  the  surety 
company.   The  fact  that  only  1 1  percent  remained  in  the  program  for  more  than  three  years 
suggests  that  few  contractors  are  spending  extended  lengths  of  time  in  the  program;  however, 
this  percentage  may  be  slightly  understated  because  for  those  contractors  who  received  first 
time  bonds  in  1992,  three  yean  had  not  yet  expired  by  the  time  of  our  study. 
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Tabic  2J:  Length  of  Time  in  SBG  Program 
(Noo-Gradoated  Plan  B  Contractors) 


No.  of              One 
Snrety              Non-            Time      2  Days-       1  Yr.-       2Yrj.- 
Co- Gradoates      Bonding 1  Yr.        2  Yrs. 3Yrj. 


Average 
Over  3  Mos.  in 

Yrs.        Progratn 


B-3 


23.1 


38J 


23.1 


15.4 


0.0 


8.7 


29.0 


27.0 


15J 


15J 


13J 


14.4 


B-2 


22.2 


35.2 


14.8 


22.2 


5.6 


13.9 


Total 


27.6 


28.9 


15.6 


16.5 


11.4 


14.1 


*Inriiiri»nenntr«g«nr«whnwithriT<r».M.r>t>T.T.m«^  "r  arpitill  in  the  prognm. 

Despite  the  SBG  program  intent  that  technical  assistance  be  provided  to  contracton  if 
needed,  most  Plan  B  contractors  we  contacted  who  had  not  yet  graduated  told  us  they  had  not 
received  any  assistance  from  the  surety  company  to  help  them  become  bondable  on  their 
own.   As  part  of  a  signed  program  participation  agreement  with  SEA,  each  Plan  B  surety 
company  agrees  to  make  a  "good  feith  effon"  to  develop  programs  designed  to  assist  small 
contractors  in  gaining  access  to  standard  bonds.   In  addition,  SOP  50  45  1,  as  well  as  a  draft 
revised  version,  encourages  surety  companies  to  provide  contractors  needed  technical 
assistance  to  help  them  become  bondable  on  their  own  (see  p.  11  of  this  repon). 

One  contractor  pointed  out  that  help  in  preparing  financial  statements  would  have  been 
especially  useful  in  helping  her  company  prepare  to  graduate.   Contractors  who  had  received 
assistance  said  it  included,  for  example,  referring  them  to  accountants  and  answering  specific 
business-related  questions. 

In  conoast,  most  of  the  contractors  who  had  graduated  from  the  Plan  B  program  with  whom 
we  spoice  told  us  they  had  received  technical  assistance  from  their  agents  and  that,  for  the 
most  part,  it  had  helped  them  prepare  to  enter  the  standard  bond  market.   The  assistance 
consisted  of  advice  on  how  to  qualify  for  standard  bonding,  a  review  of  the  contractor's 
"books."  help  in  completing  required  paperwork,  and  referrals  to  accountants. 

Condusioii.   The  three  Plan  B  surety  companies  appeared  to  be  meeting  the  SBG's  program 
goal  of  graduating  contractors  into  the  standard  bond  market   As  of  January  1 ,  1995, 
slightly  more  than  22  percent  of  the  contracton  who  had  obtained  first-time  bonds  in  yean 
1990-1992  had  graduated,  and  surety  company  officials  had  developed  internal  goals  for 
graduating  contractors  and  generally  appeared  to  be  enforcing  those  goals.   Absent  any  SBA 
requirements  to  measure  graduation  and  contractor's  length  of  time  in  program,  however,  the 
surety  companies  have  not  systemancally  maintained  such  records.   We  believe  such 
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informanon  would  help  SBA  detenmne  how  effectively  the  SBG  program  is  assisting 
contraaors  in  becoming  bondable  on  their  own.    In  addition,  we  found  that  most  contractor, 
who  did  not  graduate,  withdrew  from  the  program  or  were  terminated  by  the  surety  company 
within  one  year  of  receiving  their  first  bond,  suggesting  that,  at  least  in  some  cases, 
contractors  had  insufficient  time  to  realize  their  full  growth  potential.   Most  contractors  who 
had  not  yet  graduated  told  us  they  had  received  little  or  no  technical  assistance  from  their 
agent  or  surety  company  to  help  them  graduate.   Technical  assistance  appeared  to  be 
provided  irregularly  and  to  depend  largely  on  the  inclination  of  individual  agents. 


Recommendations.   We  recommend  that  the  AA/SG: 

1.  Update  SOP  50  45  1  by  establishing  target  graduation  rates  for  the  Plan  A  and  Plan  B 
programs  and  requiring  participating  surety  companies  to  maintain  records  on 
contractor  graduation  and  length  of  time  in  the  SBG  program.   These  practices  will 
better  enable  SBA  to  measure  the  efficiency  and  effectiveness  of  the  program  and  the 
relative  performance  of  participating  surety  companies. 

2.  Direct  OSG  to  publish  a  pamphlet,  to  be  rfit^minatH  to  SBG  contractors  by 
participating  Plan  A  and  Plan  B  surety  companies,  explaining  the  SBG  goal  of 
graduating  contractors  into  the  standard  market,  how  the  contractor  can  achieve  that 
goal,  and  types  of  technical  assistance  that  may  be  available  from  the  surety  company, 
bonding  agent,  or  SBA  to  help  the  contractor  graduate. 

The  pamphlet  should  also  contain  suggested  time  frames  for  contractor  participation  in 
•Jie  Plan  A  and  Plan  B  programs.   Such  guidelines  would  help  strengthen  the  SBG 
program  goal,  further  communicate  SBA's  expectation  that  participatimg  surety 
companies  will  help  contractors  graduate,  and  ensure  that  technical  assistance  is 
provided  more  systematically  to  those  contractors  who  need  it. 


MANAGEMENT  RESPONSE 

OSG  disagrees  with  Recommendation  1 ,  stating  that  the  goal  of  assisting  contractors  to 
become  bondable  on  their  own  is  secondary  to  the  program's  primary  goal  of  assisting 
contraaon  in  obtaining  access  to  bonding.   OSG  fiirther  believes  that  our  finding  that  2. 1 
percent  of  the  contractors  were  still  in  the  SBG  program  after  six  years  is  more  important 
than  the  low  rate  of  graduated  contracton,  because  it  indicates  that  97.9  percent  of  the 
contraaors  no  longer  request  government  assistance  six  years  after  receiving  their  first  bond. 

OSG  acknowledges  that  it  is  important  to  assist  contiactors  in  becoming  bondable  on  their 
own  and  proposes  sending  a  self-assessment  questionnaire  to  contracton  who  have  been  in 
the  program  for  at  least  five  years  to  identify  areas  of  deficiency.   Field  officials  then  would 
refer  contractors  to  SBA  resources,  e.g..  Small  Business  Development  Centers  (SBDCs)  or 
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the  Service  Corps  of  Retired  Executives  (SCORE),  to  help  them  graduate  from  the  SBG 
program. 

With  regard  to  Recommendation  2,  OSG  agrees  with  the  concept  of  providing  information  on 
graduation  and  technical  assistance,  but  believes  that  a  one-page  fact  sheet,  rather  than  a 
pamphlet,  would  suffice. 


OIG  EVALUATION  OF  MANAGEMENT  RRSPnN«;F 

The  inspection  team  recognizes  that  access  to  bonding  is  the  program's  primary  goal  and 
believes  that  it  is  being  successfully  achieved.   We  also  believe,  however,  that  helping  small 
contractors  become  bondable  on  their  own  is  an  important  objective  of  the  SBG  program. 
Several  Congressional  reports  interpreting  the  authorizing  legislation  refer  to  graduation  as  a 
program  goal,  and  this  has  been  reinforced  by  testimony  in  both  House  and  Senate  hearings. 
OSG's  standard  operating  procedures  also  clearly  cite  graduation  as  a  long-range  program 
objective.   In  the  OIG's  judgment,  assessing  the  effectiveness  of  any  program  requires 
measuring  the  achievement  of  all  program  objectives.   The  rate  at  which  the  program  is 
successful  in  enabling  contractors  to  become  bondable  on  their  own,  therefore,  is  an 
important  measure  of  the  program's  performance. 

Of  the  97.9  percent  of  the  contractors  who  are  no  longer  in  the  program,  some  were 
terminated  by  the  program,  others  simply  went  out  of  business,  and  others  became 
successful.   Currently,  however,  OSG  does  not  keep  sufficient  records  to  determine  the 
status  of  contractors  who  leave  the  program.   Hence,  we  recommend  that  SEA  require  surety 
companies  to  keep  records  on  contractors'  graduation. 

OSG's  proposed  self-assessment  questionnaire  for  contractors  in  the  program  at  least  five 
years  may  be  an  effective  way  to  identify  the  assistance  that  some  contractors  need  to  be  able 
to  graduate  to  standard  bonding.  The  OIG  believes,  however,  that  establishing  target 
graduation  rates  is  also  needed  for  measuring  the  poformance  of  the  OSG  program  in 
helping  contractors  to  become  bondable  on  their  own. 

It  is  the  OIG's  view,  therefore,  that  Recommendation  1  should  stand  as  written. 

Regarding  Recommendation  2,  we  agree  with  OSG's  alternative  of  using  a  one-page  fact 
sheet-rather  than  a  pamphlet-  as  long  zas  it  clearly  communicates  the  expectation  that 
contractors  will  strive  to  become  bondable  on  their  own,  how  they  can  meet  that  objective, 
and  the  types  of  assistance  available  to  them  from  surety  companies,  bonding  agents,  and 
SBA. 
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Finding  3:      Surety  Companies'  Loss  Rates  on  SBA  Bonds  Are  Much  EDgher  Than 
Those  on  Standard  Bonds 


Summary.    Although  annual  loss  rates  on  SBA  Plan  A  bonds  steadily  declined  during  1992- 
94,  they  averaged  almost  three  times  higher  than  the  surety  industry's  loss  rates  on  standard 
(non-SBA)  contract  bonds.   While  one  would  expect  loss  rates  on  SBA-guaranteed  bonds  to 
be  somewhat  higher  because  the  SBG  program  generally  serves  smaller  and  less  financially 
viable  contractors,  the  OIG  believes  that  SBA's  generous  guarantee  percentage— up  to  90 
percent-on  Plan  A  bonds  may  have  contributed  to  the  large  discrepancy  in  loss  rates.   At 
these  guarantee  levels,  participating  surety  companies  may  have  insufficient  financial 
incentive  to  minimize  losses  on  SBA  bonds,  i.e.,  they  are  able  to  incur  substantial  overall 
losses  on  SBA  bonds  while  still  earning  profits  comparable  to  those  earned  on  standard 
bonds. 

We  recommend  that  SBA,  in  consultation  with  Congress  and  surety  industry  representatives, 
reduce  the  guarantee  percentages  on  Plan  A  bonds  to  a  level  that  would  materially  reduce 
SBA  expenditures  and  preserve  a  reasonable  profit  for  the  surety  companies.   For  example, 
we  estimate  that  if  guarantee  levels  were  reduced  by  five  percentage  points,  surety  companies 
would  still  be  able  to  make  a  reasonable  profit  on  SBA  bonds,  and  at  calendar  year  1994 
claim  levels,  SBA  would  save  almost  SI  million  a  year  in  claim  payments. 


Background.   As  explained  earlier  (see  p.  6),  SBA  currently  reports  its  loss  rate  on  surety 
bonds  in  a  different  manner  than  that  of  the  surety  industry.    The  industry  computes  its  losses 
as  a  ratio  of  losses  incurred  to  premiums  earned  in  a  given  year.   SBA,  in  contrast, 
calculates  a  ratio  of  losses  paid  on  surety  bond  claims  to  the  total  amount  of  bonds 
guaranteed.    SBA's  loss  rate,  by  definition,  will  be  much  lower  than  that  of  the  surety 
industry's,  because  the  denominator  used  in  SBA's  calculation  (total  amount  of  bonds 
guaraneed)  is  much  higher  than  the  premium-based  denominator  used  by  the  industry.    For 
example,  in  FY  1994,  SBA  guaranteed  $864  million  of  Plan  A  bonds,  but  premiums  paid  by 
contractors  on  SBA  bonds  totalled  only  about  $15  million. 

We  calculated  both  the  gross  and  net  loss  rates  on  SBA-guaranteed  bonds  in  a  manner 
comparable  to  the  industry's  calculation  of  losses  on  standard  contract  bonds,  enabling  us  to 
compare  loss  rates  between  SBA  bonds  and  standard  bonds.   A  gross  loss  rate  is  the  ratio  of 
total  losses  to  total  premiums  plus  any  contractor  fees;  a  net  loss  rate  is  the  gross  loss  rate 
less  any  amounts  recovered  by  the  surety  firms  from  reinsurance.   For  standard  bonds,  an 
insurance  company  (the  reinsurer)  indemnifies  the  surety  company  for  a  portion  of  the  risks 
it  underwrites.    In  the  case  of  SBA-guaranteed  surety  bonds,  SBA  (the  guarantor)  reimburses 
Plan  A  surety  companies  for  80  to  90  percent  of  their  losses. 
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Discussion. 

Loss  Rates  on  SBA  Bonris  Were  Almost  Three  Times  Higher  Than  Loss  Rates  on  Standard 
Contract  Bonds 

The  average  gross  loss  rate  on  SBA-guaranteed  bonds  was  108  percent  for  years  1992-94, 
while  the  corresponding  loss  rate  for  standard  contract  bonds  was  about  40  percent  (see 
Table  3.1).    While  the  loss  rale  on  SBA  bonds  steadily  decreased  over  the  same  three 
calendar  years,  i.e.,  firom  130  to  90  percent,  the  corresponding  loss  rate  on  standard  contract 
bonds  fluctuated  within  a  range  of  17  percentage  points  but  still  maintained  substantially 
lower  levels  than  loss  rates  on  SBA  bonds. 


Table  3.1:    Gross  Loss  Rates  on  Standard  Contract  Bonds  and  SBA  Plan  A  Bonds 


Year 

ladnstry 
Loss  Rate  <%)' 

Loss 

SBA. 
Rater%> 

1992 

41.7 

130.4 

1993 

30.0 

102J 

1994 

A6.7' 

90.1 

Weighted  Average 
1992-1994 

39.6 

108.4 

Note:  A  gros  los  rate  is  defioed  as  the  ratio  of  total  losses  to  total  pimiitiins  eanied  plus 
cuuu  actor  fees. 

As  reported  by  the  Surety  Association  of  America  (SAA>. 

k 

Obtained  from  SBA  loss  and  premium  data  maintained  by  the  Agency^  Office  of  Information 
Resources  Management 

Based  on  SAA  projections. 

The  decrease  in  loss  rates  on  SBA  bonds  between  1992-94  may  be  the  result  of  OSG  efforts 
to  encourage  surety  companies  to  decrease  their  loss  rates.    For  example,  an     A-2      semor 
vice-president  told  us  that,  based  on  discussions  with  the  then  AA/SG  as  well  as  the 
company's  review  of  its  SBA-guaranteed  bond  claims,  its  underwriting  standards  had  not 
been  consistently  followed.   As  a  result,  over  the  last  several  years,     A-2      has  taken  steps 
to  reduce  its  loss  rates,  including  taking  away  or  reducing  its  MGAs'  underwriting  authority. 
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As  illustrated  in  Table  3.2,  for  the  three  Plan  A  surety  companies  in  our  study,  loss  rates  on 
SBA-guaranteed  bonds  ranged  from  one  and  one-half  to  six  times  higher  than  l-"-  -  • 
their  standard  bonds  during  1992-94.   The  companies'  averae"     "        -■     .."•  >?".-;, -_-_-.u3M 
Uofiua  (99.9  percent)  ano  standard  boniii  p2.6  recent)  appicxir-.-x  me  u._jstry-wide  gross 
loss  ratts,  shown  in  Table  3.1,  of  108.4  percen:  .or  SBA  bonds  and  39.6  percent  for  non- 
SBA  bonds. 


Table  3^    Gross  Loss  Rates  on  SBA  Goannteed  and  Noa-SBA  Contract  Bonds 
for  the  Plan  A  Sorety  Companies  Reviewed 

~K^  A-3  A-1  foul 


Non—  Non—  Non—  Non— 

SBA    SBA     SBA    SBA     SBA    SBA      SBA    SBA 
Year Bonds  Bonds    Bonds  Bonds    Bonds  Bonds    Bonds  Bonds 


1992 

23.9 

147J 

23.9 

78.5 

23.9 

115.4 

1993 

29.8 

119.1 

32.6 

81.4 

17.7 

76J 

29.9 

84.6 

1994 

25J 

49.4 

293.7* 

159.8* 

13.4 

118.0 

42.8 

109J 

Weighted  Avenge 
1992-1994 

263 

116.0 

63.1 

89.2 

15.0 

96.6 

32.6 

99.9 

Note  A  groa  loa  rue  ii  dcfiaed  u  the  ruio  ol  loul  loaet  to  u>ul  pmniusu  caned  pliu  ooamcur  (ec&  Hue*  reported  is 
the  ublc  are  bmacd  oa  dau  provided  by  the  three  surety  compftoieft. 

Due  to  DgniGeuu  duacpasdei  benreen  SBA'i  udA-l'i  reportiag  o( A-l'i  1992  looes  oa  SBA  boadi.  ttaae  figure*  were 
aduded  trom  itae  aoalytU. 

A— 3  sopped  wiiting  SBA  udnoo-SBAboodt  during  1994.  Tl>u>,itt  1994  premiuiiu  earaed the  deaomiaaior  o<  the 

loa  rau-  -wat  nuch  lower  than  aamial.  csiuing  1994  Ion  raiet  oa  both  SBA  aad  ooo-SBA  boad*  la  be  higher  ihaa  ia  previoai 


Net  Loss  Rates  on  SBA  Bonds  and  Standard  Contract  Bonds  Were  Approximately  Equal 

When  adjusted  to  reflect  the  reduction  in  losses  covered  by  reinsurance  (or,  in  SBA's  case, 
reimbursement  in  the  form  of  a  guarantee),  the  surety  industry's  loss  rates  on  its  standard 
bonds  and  on  SBA-guaranteed  bonds  were  roughly  equivalent  This  suggests  that  surety 
companies  are  profiting  on  SBA-guaranteed  bonds  to  about  the  same  degree  as  on  standard 
bonds,  despite  substantially  larger  gross  losses  on  SBA  bonds.   As  shown  in  Table  3.3, 
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aggregate  net  loss  rates  for  SBA-guaranteed  bonds  and  standard  bonds  differed  by  less  than 
two  percent  in  the  two-year  period  1992  through  1993.' 

Table  3  J:  Net  Loss  Rates  oa  Sarety  ladostry  Bonds  aad  SBA  Plan  A  Bonds 


Year 

Indastry 
Low  Rate  (%)* 

Loss 

SBA 
Rttc(%y 

1992 

33.9 

35.6 

1993 

26J 

26.6 

1994 

N/A 

24.1 

Weighted  Average 
1992-1993 

29.9 

31.4 

Note:  A  Oct  loa  me  s  defined  as  the  groa  loa  nte  lea  aay  munnli  received  by  the  surety 
compaaies  from  reinsunnce.  Net  los  rates  for  the  mdiisoy^  staodsd  surety  bonds  were 
dlnilatfd  by  using  a  ratio  of  the  nonreinsured  portion  of  losses  inclined  plus  til~-^'»H  loa 
idjustment  ezpeoses  (net  of  recoveries)  to  premiiuDS  retained.  For  the  SBA-guaranteed  bonds, 
±c  ratio  of  the  unguaranteed  pordon  of  losses  paid  (net  of  recoveries)  to  80  percent  of  the 
premiimu  earned  wis  used.  Cootiactor  fees  in  the  denoounator  were  not  included,  as  they  iwre 
in  the  raloriafion  of  grcai  loss  rates,  hrraiisr  contractor  fees  are  not  part  of  a  surety  compimy^ 
revenue  (SBA  receives  these  fees). 

As  reported  by  the  Surety  AsBxiation  of  America. 

k 

Obtained  from  atuiyiis  of  SBA  loss  and  premium  data  nnmt«;n»<  by  the  Agency^  Office 
of  Informatioa  Rcaourees  Management, 


With  regard  to  the  three  individual  Plan  A  surety  companies  in  the  OIG's  review,  for  the 
three  year  period  1992-94,  one  had  lower  net  loss  rates  on  its  SBA-guaranteed  bonds  than  on 
its  standard  bonds,  one  had  an  SBA  loss  rate  that  was  14  percent  higher,  and  the  third  had 
loss  rates  that  were  similar  (see  Table  3.4).   After  considering  individual  circumstances  of 
the  surety  companies,  however,  we  believe  that  their  SBA  and  standard  bond  loss  rates  can 
be  viewed  as  approximately  equal.   For  example,  a-3  had  an 

unusually  high  net  loss  rate  on  standard  bonds  in  1994,  which  c^MSffi  its  overall  standard 
bond  loss  rate  to  be  abnormally  high.  After  excluding  1994  data,  ^-^     's  loss  rates  on 


'We  compared  net  loss  rates  between  SBA  bonds  and  a]l  standard  surety  bonds,  rather  than  just  contract 
bonds,  bmiise  the  Surety  Association  of  Amenca  does  not  separately  report  conttact  bond  data  net  of 
reinsuraacs.    Several  industry  experts,  however,  believe  that  net  loss  rates  on  all  surety  bonds  may  be  slighdy 
lower  than  net  loss  rates  on  rontrnt  bonds,  making  our  comparison  cottservative.   That  is,  if  the  net  loss  rates 
on  SBA  bonds  are  actually  lower  than  those  for  standard  contract  bonds,  then  Plan  A  surety  compaues  are 
profiling  more  on  SBA  bonds  than  on  standard  contract  bonds. 
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standara  and  SBA  bonds  were  similar  at  19.6  percent  and  21.3  percent,  respectively.    In 
addition,  a-i  reported  very  low  loss  rates  for  standard  bonds  in  1993  and  1994.   According 
to  A-l  's  underwriting  manager,  however,  the  surety  company's  standard  bond  loss  rates 
were  probably  understated  because  its  volume  of  standard  contract  bonds  lad  substantially 
increased  between  1993  and  1994,  and  thus,  by  the  end  of  1994,  it  was  t-    early  for  the  bulk 
of  relarcd  claims  to  materialize. 


Table  3.4:   Net  Loss  Rate*  oa  Contract  Bonds  for  the  Plan  A  Surety  Companies  Reviewed 


A-2  A-3 


Year 


Non- 

Non- 

Non- 

SBA 

SBA 

SBA 

SBA 

SBA 

SBA 

Bonds 

Bonds 

Bonds 

Bonds 

Bonds 

Bonds 

1992 

26.1 

40.4 

2.4 

20.5 

> 

1993 

29.6 

31.7 

32.1 

22.4 

14.3 

23.2 

1994 

26J 

10.2 

186.1  * 

36.4 

14.4 

33.9 

Weighted  Average 

1992-1994 273  31.0 373  23.4 143  283 


Note:  A  net  loss  rate  is  defined  as  the  groa  loss  rate  less  any  amounts  reoemd  bjr  the  surety  companies  for 
reinsurance.  Net  loss  rates  reported  in  the  uble  are  based  on  information  provided  by  the  three  surely  companiei.  Net 
loa  rates  tor  the  companies'  standard  contract  bonds  were  calculated  by  using  a  ratio  of  the  nooremsured  portion  of 
lasses  mcnncd  plus  AIAE  (net  of  rectKcries)  to  premiums  retained.  For  the  SBA— guaranteed  hmvli,  the  ratio  of  the 
unguaranteed  portion  of  losses  incurred  plus  ALAE  (net  of  recoveries)  to  80  peroeot  of  the  premiums  earned  was  used. 
Contractor  tees  in  the  denominator  were  not  included,  as  they  were  in  the  ralnilation  of  gross  loss  rates,  hcfause 
contraoor  tees  are  not  pan  of  a  siuety  company's  revenue  (SBA  receives  these  fees). 

One  to  significant  discrepancies  between  SBA's  and  A-l's  reporting  of  A-l's  1992  losses  on  SBA  bonds,  these 
figures  were  excluded  from  the  analysis. 

k 

A-3  stopped  wriiiiig  SBA  and  noo-SBA  bonds  during  1994.  Therefeue.  the  1994  loss  rates  on  both  SBA 
and  Don -SBA  bonds  were  higher  than  in  previous  years,  because  the  denominator  of  the  loss  rate,  premiums  earned. 
was  much  lower  than  normaL 


The  similarity  in  net  loss  rates  between  SBA-guaianteed  bonds  and  standard  bonds  occurred 
despite  the  laurge  discrepancy  in  gross  loss  rates  because  the  reinsurance  on  standard  bonds 
usually  covers  less  than  the  guarantees  on  SBA  bonds.    For  example,  one  of  the  Plan  A 
surety  companies  in  our  study  purchases  reinsurance  on  standard  bonds  to  cover  only  those 
individual  contract  losses  exceeding  SS0O,0(X),  and  another  surety  company's  reinsurance 
extends  only  to  individual  losses  exceeding  $1,000,000.   In  contrast,  for  a  loss  of  $500,000 
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on  an  SBA  bond  with  an  80  percent  guarantee,  SBA  would  reimburse  the  surety  company  for 
$400,000  of  the  loss. 

We  believe  that  the  current  SBA  guarantee  levels  may  inadvertently  contribute  to  the  high 
gross  loss  rates  for  SBA  bonds.    By  minimizing  the  risk  exposure  of  Plan  A  surety 
companies  and  allowing  them  to  earn  substantial  profits  in  spite  of  high  losses,  SBA  provides 
few  disincentives  to  curb  losses.   For  example,  if  a  Plan  A  surety  company  incurred 
$620,000  in  losses  on  SBA-guaranteed  bonds  and  contractors  had  paid  total  premiums  of 
$500,000,  the  gross  loss  rate  would  be  124  percent  (losses  incurred  divided  by  premiums 
earned).   Currently,  with  an  80  percent  guarantee,  however,  the  surety  company's  net  loss 
rate  would  be  only  31  percent  ($620,000  loss  minus  $496,000  guaranteed  by  SBA  divided  by 
$400,0(X),  which  is  80  percent  of  the  premiums  retained  by  the  surety  company^. 

With  a  31  percent  net  loss  rate,  we  believe  Plan  A  surety  companies  can  still  earn  generous 
profits  on  SBA-guaranteed  bonds.   Aggregate  surety  industry  data  shows  that  total 
underwriting  expenses^  plus  unallocated  loss  adjustment  expenses*  (ULAE)  averaged  about 
61  percent  for  1992  and  1993.*  The  president  of  SAA  estimated  that  total  underwriting  and 
other  expenses  for  SBA-guaranteed  bonds  are  equivalent  to,  or  perhaps  slightly  higher  than, 
those  of  standard  bonds.   Based  on  our  rough  estimates,  with  a  3 1  percent  net  loss  rate,  a 
surety  company  would  earn  approximately  an  eight  percent  profit  after  all  ULAE  and 
underwriting  expenses  (100  percent  of  premium  earned  minus  31  percent  net  loss,  minus  61 
percent  ULAE  and  underwriting  expenses). 

A  small  decrease  in  SBA's  guarantee  rates  on  Plan  A  bonds  would  allow  participating  Plan  A 
surety  companies  to  continue  to  profit  on  SBA  bonds,  while  reducing  SBA's  costs  in  claim 
payments.   Using  the  example  above,  and,  again,  based  on  our  rough  estimates,  if  SBA's 
guarantee  were  reduced  from  80  percent  to  75  percent,  the  net  loss  rate  would  be  39  percent 
($620,000  loss  minus  $465,000  guaranteed  by  SBA,  divided  by  the  $400,000  premium). 
With  a  39  percent  net  loss,  the  surety  company  would  still  have  an  opportunity  to  earn  close 
to  the  same  profit  on  SBA  bonds  that  it  did  with  an  80  percent  guarantee  if  it  took  steps  to 
minimize  losses  by  tightening  underwriting  standards  slightly  or  strengthening  recovery 
procedures.    By  reducing  the  guarantee  percentage,  SBA's  total  guarantee  payments  on 
claims  would  be  lower.   With  a  five  percent  reduction  in  guarantee  percentage,  for  example, 
SBA  could  save  almost  $1  million  (based  on  claim  payments  during  calendar  year  1994). 


^BA  currently  receives  20  percent  of  surety  companies'  premiums,  regardless  of  the  guarantee  «mn«iiit 

'Underwriting  expenses  are  costs  arising  fix>m  an  insurance  company's  underwriting  opention.   They 
include  such  items  as  brokers'  commission,  advertising,  travel,  rest,  equipment,  and  other  overhead. 

Ilnallocated  loss  adjustment  expenses  aie  costs  associated  with  processing  claims  that  can  not  be  attiibuted 
to  an  individual  claim,  e.g.,  oveihead. 

'Surety  industry  aggregate  data  for  1994  was  not  available  at  the  time  this  report  was  prepared. 
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The  then  AA/SG  indicated  that  OSG  is  proposing  a  regulatory  change  to  increase  SBA's 
share  of  premiums  from  20  percent  to  25  percent.   The  OIG  believes  this  provision  has  much 
merit  in  that  it  would  raise  immediate  additional  funds  for  SBA  while      ovvme  ^.irci . 
companies  to  make  a  reasonable  pr^nt  on  SBA  bonu:>;  nowevrr,  it  may  not  provide  sjiiicient 
incentive  for  surety  companies  to  minimize  loss  rates  on  SBA  bonds. 


Conclusion.   In  our  opinion,  the  high  gross  loss  rate  on  SBA-guaranteed  bonds,  relative  to 
those  for  standard  contract  bonds,  may  in  part  have  resulted  from  the  80  to  90  percent 
guarantees  on  Plan  A  bonds,  which  allowed  the  surety  companies  to  earn  considerable  profits 
despite  incurring  large  losses.    A  modest  decrease  in  SBA's  guarantee  rates  on  the  Plai  A 
bonds  could  still  provide  participating  Plan  A  surety  companies  an  opportunity  to  profi:  ^n 
SBA  bonds  while  also  discouraging  high  gross  losses  on  SBA  bonds  and  reducing  SBA  claim 
payment  costs. 


Recommendation.   We  recommend  that  the  AA/SG: 

3.         In  consultation  with  Congress  and  surety  industry  representatives,  reduce  the 
guarantee  percentages  on  Plan  A  bonds,  in  lieu  of  implementing  regulations  to 
increase  SBA's  share  of  premiums. 


MANAGEMEOT  RESPONSE 

OSG  disagrees  with  Recommendation  3  because  1)  loss  rates,  as  calculated  by  SBA,  have 
historically  been  low  (about  2  percent  of  the  amount  of  bonds  guaranteed)  and  have  declined 
for  the  past  three  years  due  to  program  efforts  in  reviewing  sureties'  underwriting,  claims, 
and  recovery  activities;  2)  the  surety  industry  will  react  negatively  to  the  recommendation,  a 
factor  which  may  reduce  the  number  of  minority  and  women  owned  firms  that  receive  bonds; 
and  3)  OSG  is  implementing  an  improved  computer  system  and  proposing  strengthened 
regulations  to  better  monitor  claims  recovery  activity.   In  addition,  OSG  comments  that  it  has 
been  a  program  objective  to  reduce  losses  to  the  maximum  extent  practicable,  although  OSG 
believes  it  is  more  logical  to  measure  its  loss  rate  based  on  bonds  guaranteed  (rather  than 
premiums  earned,  as  the  surety  industry  does). 


OIG  EVALUATION  OF  MANAGEMENT  RESPONSE 

We  commend  OSG  for  its  continuing  efforts  to  reduce  losses  on  SBA-guaranteed  bonds.   We 
believe,  however,  that  OSG  needs  an  effective  performance  measure  to  determine  how  well  it 
is  achieving  its  objective  of  reducing  loss  rates.    A  logical  indicator  is  to  compare  the  loss 
rates  of  SBA  bonds  with  those  of  non-SBA  bonds.   The  inspection  team  was  careful  to 
calculate  loss  rates  on  SBA-guaranteed  bonds  in  a  manner  comparable  to  that  of  the  surety 
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industry,  including  adjusting  SBA's  data  to  match  the  industry's  loss  ratio  of  losses  incurred 
to  premiums  earned.  The  former  AA/SG  and  surety  industry  experts  assisted  us  in  making 
the  comparison  as  foir  and  accurate  as  possible  and  concurred  with  our  methodology. 

The  OIG  team's  comparison  showed  that  SBA  bond  loss  rates  were  at  least  two  and  one-half 
times  higher  than  the  rates  in  the  surety  industry.   Despite  the  higher  losses,  the  surety 
companies  were  still  able  to  achieve  a  profit  on  SBA  bonds  comparable  to  the  profits  they 
earned  on  standard  bonds. 

In  the  face  of  anticipated  decreases  in  Agency  funding  and  staff  in  FY  1996,  we  believe  that 
a  modest  reduction  in  the  80-90  percent  Plan  A  guarantee  would  increase  surety  firms' 
incentive  to  curb  losses  while  also  retaining  sufficient  profits  to  induce  the  surety  companies 
to  continue  to  provide  the  needed  bonds. 
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Finding  4:      SBA's  Guarantee  Percentage  of  up  to  90  Percent  May  Inadvertently 
Reduce  Recoveries  on  SBA  Bonds 


Summary.   In  years  1992-94,  recovery  rates  for  the  three  Plan  A  surety  companies  in  our 
study  ranged  widely:    One  company  was  more  effective  in  obtaining  recovery  on  SBA  bonds 
than  on  standard  bonds,  one  was  slightly  more  successful  in  non-SBA  bond  recoveries,  and 
one  had  a  non-SBA  recovery  rate  four  times  as  high  as  that  for  SBA  bonds.   The  discrepancy 
in  the  third  surety  company's  recovery  rates  in  part  may  have  resulted  from  the  company's 
inclusion,  in  its  non-SBA  recovery  data,  miscellaneous  bonds  such  as  license  and  permit 
bonds  that  are  considered  to  have  higher  recovery  rates  than  standard  contract  bonds.   In 
addition,  according  to  OSG  officials,  the  discrepancy  in  this  company's  recovery  rates  may 
have  occurred  because  of  the  poorer  financial  condition  of  SBA-bonded  contractors  at  this 
company  compared  to  the  other  Plan  A  surety  companies,  which  would  reduce  the  amounts 
available  for  recovery. 

While  one  would  expect  recovery  rates  on  SBA-guaranteed  bonds  to  be  lower  than  those  on 
standard  bonds  because  participating  contractors  generally  are  a  higher  risk  and  have  less 
capital  to  recover  in  the  event  of  default,  the  OIG  believes  that  SBA's  guarantee  percentage 
of  up  to  90  percent  may  result  in  surety  companies  pursuing  recoveries  on  SBA  bonds  less 
vigorously  than  on  standard  bonds.   With  the  high  guarantees,  the  surety  companies  have  less 
of  their  own  money  at  risk  for  SBA  bond  losses  than  they  do  for  standard  bonds.   SBA  does 
not  require  surety  companies  to  maintain  recovery  data  for  SBA-guaranteed  bonds  and  non- 
SBA  bonds;  therefore,  the  three  surety  companies  did  not  have  this  data  readily  available, 
nor  was  it  completely  accurate  and  reliable.   To  enable  SBA  to  better  assess  whether  the 
surety  companies  pursue  SBA  recoveries  properly,  we  recommend  that  SBA  require  the 
surety  companies  to  make  available  reliable  recovery  data  for  SBA  and  non-SBA  bonds. 


Discussion. 


Recovery  Rates  Between  SBA  and  Non-SBA  Bonds  Varied  for  the  Surety  Companies 
Reviewed 

As  shown  in  Table  4. 1,  two  of  the  surety  companies  reviewed  had  lower  recovery  rates  on 
SBA  bonds  than  on  non-SBA  bonds,  with  one  company  A-l    having  SBA  recovery  rates 
one-fourth  as  high  as  non-SBA  recovery  rates.    In  contrast,  the  third  surety  company 
reported  higher  recovery  rates  on  its  SBA  bonds  than  on  its  non-SBA  bonds. 
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Table  4.1:  Recoveiy  Rates  on  SBA— Guaranteed  and  Non— SBA  Surety  Bonds 


A-2  A-3  A-1 


Non—                              Non—  Non— 

SBA          SBA                SBA          SBA  SBA  SBA 

Year Bonds       Bonds Bonds        Bonds  Bonds       Bonds 


1992 

12J 

62 

32.4 

14.8 

1993 

4.4 

10.9 

42.9 

19.1 

13.8 

4.7 

1994 

10.8 

42^ 

7.8 

19.6 

24.1 

4.1 

Weighted  Average 
1992-1994 

9.1 

13,1 

22,0 

17.4 

173 

4.4 

Note  Rates  repoited  in  the  table  are  based  on  data  provided  by  the  three  surety  oompames.  For  non— SBA 
bonds,  A-2  and  A-3  provided  data  on  contna  bonds.  A-1  provided  data  for  all  types  of  surety  bonds,  not 
just  conciaa  bonds. 

Because  A-1  did  not  have  lecoveiy  data  for  its  entire  portfolio  available  for  1992.  these  figures  were 
excluded  £tom  the  analysis. 

Several  Actors  may  have  contributed  to  a-i  's  large  discrepancy  between  recovery  rates  on 
SBA  bonds  and  on  non-SBA  bonds.   A  A-1  claims  manager  stated  that  the  company's  non- 
SBA  recovery  rates  may  be  inflated  because  they  are  not  limited  to  recoveries  on  contract 
bonds  but  also  include  recoveries  on  license  and  permit  bonds,  which  she  believes  yield 
higher  recoveries  than  contract  bonds.   OSG  officials  believed  that  A-1  's  SBA-bonded 
contraciors  were  less  financially  viable  than  the  SBA-bonded  contractors  in  the  other  Plan  A 
surety  companies  and,  thus,  less  capital  was  available  to  recover  in  the  event  of  defoulL   The 
data  in  Table  4.1  support  OSG's  explanation  because  A-l  's  recovery  rates  on  SBA  bonds 
(4.4  percent)  are  sig^iiiicandy  lower  than  those  for  the  other  two  surety  companies  (13.1 
percent  and  17.4  percent,  respectively). 

The  other  two  surety  companies  reviewed  showed  less  disparity  between  their  recovery  rates 
on  SBA  bonds  and  non-SBA  bonds.   According  to  a    a-3       representative,     a-3   's 
recovery  rates  for  SBA  and  non-SBA  bonds  may  be  similar  because  the  surety  company  tends 
to  put  more  effort  into  recovering  claims  on  SBA  bonds  than  it  does  on  non-SBA  bonds.   He 
said  that  SBA  is  willing  to  spend  money  to  pursue  recoveries  in  some  cases  where  A-3 
would  be  otherwise  inclined  to  write  the  claim  off  because  the  dollar  amounts  involved  are 
small.   .A     A-2        claims  official  told  us  that     a-2     employees  are  motivated  to  collect 
even  the  smaller  amounts  that  are  associated  with  SBA-guaranteed  bonds  because  the 
company  offers  its  employees  bonuses  based  on  amounts  recovered  on  both  SBA  and  non- 
SBA  bonds.    In  addition,  because   a-2      's  loss  rates  declined  between  1992-94  (see  Table 

31 


293 


3.2  on  p.  24),  the  company's  1993  and  1994  recovery  rates  would  naturally  tend  to  be  higher 
as  they  reflect  the  ratio  of  1993  and  1994  recoveries  to  reduced  1993-94  losses. 

Despite  the  apparent  lack  of  a  trend  among  the  three  surety  companies  in  their  recovery  rates 
between  SBA  bonds  and  non-SBA  bonds,  we  believe  that  Plan  A  surety  companies,  with  a 
relatively  small  amount  of  money  at  risk  on  SBA  bonds,  may  have  less  incentive  to  make 
recoveries  on  SBA-guaranteed  bonds  than  on  standard  bonds.   As  illustrated  on  p.  23,  surety 
companies  typically  receive  less  reinsurance  on  standard  bonds  than  on  SBA-guaranteed 
bonds;  consequently,  they  have  more  of  their  own  money  at  risk  on  standard  bonds. 
Industry  experts  agjeed  that  the  surety  companies'  incentive  to  recover  on  claims  is  greater 
when  the  surety  company  bears  a  larger  portion  of  the  loss. 

To  decrease  surety  companies'  potential  disincentive  to  make  recoveries  on  SBA-guaranteed 
bonds,  SBA  regulations  require  surety  companies  to  'take  all  reasonable  action  to  minimire 
the  risk  of  loss.*   Under  the  regulations,  a  surety  company  shall  pursue  claim  recoveries 
until  SBA  consents  to  discontinuing  these  efforts.  The  director  of  OSG's  Claims  and 
Recoveries  Division  told  us  that  OSG  expects  the  surety  companies  to  pursue  losses  on  SBA 
bonds  in  the  same  maimer  as  losses  on  standard  bonds.  At  the  time  of  our  study,  however, 
OSG  had  not  established  a  target  recovery  rate  or  attempted  to  compare  recovery  rates 
between  SBA-guaranteed  bonds  and  non-SBA  bonds. 

In  addition,  OSG  makes  field  visits  to  selected  surety  companies  to  examine,  among  other 
things,  claim  recoveries.   OSG  offlcials  told  us  that  they  plan  to  visit  four  of  the  most  active 
Plan  A  surety  companies  in  FY  199S  and  focus  their  monitoring  on  the  companies'  claim 
recoveries  activity.   To  aid  in  these  field  visits,  OSG  recently  implemented  a  recovery 
tracking  system  that  compares,  on  a  claim-by-claim  basis,  potential  recoveries  as  reported  by 
the  surety  companies  to  actual  recoveries  made.  It  does  not,  however,  provide  a  more 
practical  basis  for  comparison  by  reporting  aggregate  recovery  data  on  both  SBA  bends  and 
non-SBA  bonds. 

Recently,  OSG  has  taken  other  steps  to  make  improvements  in  the  area  of  claim  recoveries. 
For  example,  in  the  case  of  contractors  who  de^ult  on  SBA-guaranteed  and  non-SBA  bonds, 
OSG  recently  proposed  new  regulations  to  require  surety  companies  to  apply  any  recoveries 
first  to  the  SBA  bonds,  then  to  non-SBA  bonds.   In  addition,  OSG  is  developing  two  sets  of 
SOPs  for  claims  processing-internal  (to  be  used  by  OSG  staff)  and  external  (to  be  used  by 
claims  staff  at  the  surety  companies).   OSG  officials  expect  to  complete  both  SOPs  by  the 
end  of  FY  199S.   Finally,  OSG  has  increased  its  in-house  training  to  surety  company  staff, 
i.e.,  usually  new  personnel  or  employees  from  companies  that  have  experienced  claims 
ptocessmg  problems.   Recently,  OSG  has  provided  such  training  to  representatives  of  three 
Plan  A  surety  companies. 
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Surety  Companies  Did  Not  Maintain  Quality  Claim  Recovery  Data 

While  the  Plan  A  surety  companies  periodically  report  recoveries  on  individual  claims  to 
SBA,  they  are  not  required  to  maintain  summary  records  of  claim  recoveries  on  SBA  bonds 
or  non-SBA  contract  bonds  as  part  of  their  normal  business  operations.    For  example,  none 
of  the  three  surety  companies  had  this  recovery  information  readily  available;  instead,  they 
had  to  make  special  efforts  to  fulfill  our  request  for  this  data. 

Surety  company  officials  said  that  accurate  and  reliable  recovery  data  was  not  readily 
available  because  their  information  systems  were  not  designed  to  capture  it.   According  to  an 
industry  expert,  surety  companies  may  not  be  inclined  to  maintain  complete  data  on 
recoveries  for  SBA-guanuiteed  and  non-SBA  bonds  because  the  industry  lacks  standards  for 
how  recoveries  should  be  measured. 


Conclusion.   Despite  the  apparent  lack  of  a  trend  among  the  three  Plan  A  surety  companies 
in  their  recovery  rates  on  SBA  bonds  and  on  standard  bonds,  we  believe  an  underlying 
disincentive  to  pursue  recoveries  aggressively  may  exist  because  of  SBA's  high  guarantee 
percentage  on  losses.   To  make  more  effective  determinations  of  recovery  performance,  SBA 
officials  should  regularly  compare  the  surety  companies'  recovery  experience  on  SBA-bonds 
to  recoveries  on  non-SBA  bonds.   This  practice  would  help  encourage  the  companies  to 
pursue  SBA  bonds  in  the  same  tnanner  as  non-SBA  bonds. 


Recommendations.   We  recommend  that  the  AA/SG: 

4.  Require  participating  Plan  A  surety  companies  to  maintain  accurate  and  reliable  data 
on  recoveries  for  SBA  bonds  and  non-SBA  bonds. 

5.  Include,  as  part  of  OSG's  periodic  reviews  of  Plan  A  surety  companies,  a  comparison 
between  recovery  rates  for  SBA-guaranteed  bonds  and  non-guaranteed  bonds. 


MANAGEMENT  P£SPONSE 

With  regard  to  Recommendations  4  and  S,  the  AA/SG  states  that  he  is  taking  steps  to 
improve  the  collection  and  monitoring  of  recovery  data.   In  view  of  OSG's  reduced 
resources,  he  also  requested  that  the  OIG  assist  the  program  by  conducting  audits  of  Plan  A 
surety  companies.   OSG  also  questioned  whether  it  has  the  legal  authority  to  request  surety 
companies  to  provide  data  on  their  non-SBA  bonds. 
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QIC.  EVALUATTON  OF  MANAGEMENT  RESPONSE 

We  acknowledge  that  reductions  in  funding  and  personnel  can  affect  the  level  of  oversight 
performed  by  OSG.   Our  recommendation,  however,  involves  adding  only  one  step  to 
existing  reviews-the  comparison  of  data  on  SBA  and  non-S3A  bonds--to  improve  OSG's 
ability  lo  monitor  claims  and  recoveries.   To  accomplish  t--.:s,  the  OSG  will  need  to  obtain 
data  from  the  surety  companies  on  non-SBA  guaranteed  bo;  ds. 

To  determine  the  program's  authority  in  requesting  such  data,  we  sugg.  st  that  OSG  obtain  a 
formal  legal  opinion  from  SBA's  Office  of  General  Counsel  (OGC).    If  -  GC  deu       nes  thai 
SBA  does  not  have  the  authority  to  review  non-SBA  data,  OSG  should  revise  future 
guarantee  agreements  (SBA  Form  990)  with  Plan  A  surety  companies  to  establish  this 
authority. 
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Statas  of  Plan  A  Contracton:  Sampling  Errors  for  Statistical  Projections 


APPENDIX  A 


Number  of 
Contractors 

Percent  Estimates 

Sarety 
Compaar 

Graduated 

Still  in 
SBG  Program 

No  Longer 
Bonding 

Other 

Low      Hieh 

Low      HiKh 

Low        Hijth 

Low        Hieh 

A-2 

1.9        5.5 

0.0         1.2 

893          95.4 

2.7           6.6 

A-3 

5.0 

9.9 

0.4 

3.1 

85.0 

92.4 

A-1 

8.1 

153 

2.7 

6.6 

68.4 

783 

Total 

5.8 

93 

1.1 

3.1 

81.0 

85.8           ! 

u 


52 


7.2 


142 


5.2 


8.7 


Note:  The  low  tod  high  eitiouiet  rcpicMai  the  perceauge  range  o£  the  coainaon'  tiaiiu.  given  a  95  perccai  conCdenee  lercl 
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Lcogth  o(  Time  Gradoates  Spend  in  the  Plan  A  Program: 
Sampling  Errors  for  Sutisucal  Projections 


APPENDIX  B 


Percect  Estimatci 


EAimated 
Sorely                 No.  of       One  Time       2  Day?-          1  Yr.-          2  Yn.-         3  Yr«.- 
Company     Gradoatea         Bonding  1  Yr.  :  Yrs.  JYn. 5Yn. 


Average 
Over  5  Monllu 

Yr».         in  Program 


Low  High  Low  High  Low  High  Low  High  uow  High  Low  High  Low  High 
23.9  S6.0  13.2  48.5  2.2  3U  22  3U  OJ  20.9  22  313  2J  33.6 
yiS     SiJD       4.4     26.1       8.9     31J       OJ     13.6     133     37J       QJO     13.6       5.9     Z\Si 


16.9     30.6       33     173     16.9     30.6       5.6     20J0     13.6     28.1       iJO     22.7     19.4     362 


21.5     34.0       5.7     17J     11.6     24.9       2.0     14.1       93     21.6       3.7     163     173     29J 


Noic:  lie  kivud  high  esumueiicpic*eaiihcpencau«eiugca(  the  coaineutfi' length  ofumemUie  program,  inca  a  95  pcneaioooi^ 
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Length  of  Time  Non— Gndiuted  Cbntimctors  Spcod  in  the  Plan  A  Progrua: 
Sampling  Errors  for  Statistical  ProjectioBs 


APPENDIX  C 


Estimated 

No.  of  Non— 

Gradoates 

Percent  Estimates 

Soicty 
Company 

One  Time 
Bondtng 

2DaTt- 
lYr. 

lYr.- 
2Y«. 

2Yrs.- 
3Yr«. 

3Ytx.- 
5Yr». 

Overs 
Y«. 

Avenge 

Months 

in  ProKTim 

Low    Hich 

Low    HiRh 

Low    High 

Low    High 

Low 

HiRh 

Low 

Hi«h 

Low    Hixfa 

A-2 

43J     53i 

19.4     28X 

9.7     17.0 

6J     11.1 

2.8 

6.7 

03 

2.7 

7J     10.9 

A-3 

35J)     44J 

22J     31.4 

13J)     21.1 

6.9     11.7 

2.8 

6.9 

IJO 

43 

9j0     12.6 

A-1 

33.9     42.7 

19.4     27J 

11.2     18.7 

6.6      U.l 

52 

9.6 

4.9 

92 

12J     17.5 

ToUl 

40J    4S.6 

21.7    26.8 

12.S     16.8 

6.9     10.5 

4.1 

7.1 

=M= 

4.9 

10.6     13.2 

Note:  The  k»  ud  high  estimates  repnseu  the  penentigB  nage  ot  the  ontnctan'  leiiflh  at  lime  m  ilie  propwa.  (iwa  *  9J  perceatoao&kwe 
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APPENDIX  D 


Gradoated  Contractors'  Growth  is  Reveane  While  ia  the  Plaa  B  Program 


Surety 
Company 

Nomber  of 
Graduates 

Number 
RespondinK 

Average 

Revenoe 

Growth  ($) 

Avera  .',e 

Revenne 

Growth  (%> 

B-3 

$U18^94 

89.4 

B-1 

$942^62 

8U 

B-2 

$704J94 

78J 

Total 

$955^0 

82.1 
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and  for  the  reasons  stated  above,  I  believe  that  a  pamphJet  is  not  the  best  alternative.  Pamphlets 
are  time  consuming  and  expensive  to  develop  and  quickly  become  obsolete. 

I  propose  that  a  one  page  "faa  sheet"  be  developed  instead  of  a  pamphJet.  as  described  in  this 
recommendation.  It  will  include  information  about  the  concept  of  graduation  and  available 
technical  and  management  assistance  and  will  be  sent  to  each  surety  company  and  their  agents  for 
distnbution  to  the  contractors. 

We  will  also  continue  to  communicate  our  expeaations  concerning  the  surety's  role  in  helping 
contraaors  to  graduate  through  industry  meetings,  seminars  and  on-site  reviews. 

3    IG  Recommendation:   In  consultation  with  Congress  and  surety  industry  representatives, 
reduce  the  guarantee  percentages  on  Plan  A  bonds,  in  lieu  of  implementmg  regulations  to  increase 
SBA's  share  of  premiums. 

OSGrnmment    I  do  not  believe  that  it  is  productive  to  get  into  a  long  discussion  about  how  loss 
rates  are  calculated. 

Sureties'  loss  rates  are  based  on  premiums  earned  because  premiums  are  their  life  blood  and  the 
reason  they  are  in  the  business. 

SBA's  objective  is  to  provide  the  incentive  for  sureties  to  bond  contractors  who  lack  the  financial 
strength  or  professional  experience  to  qualify  for  bonding  in  the  standard  market.  Therefore,  I 
believe  it  is  logical  to  base  our  loss  rate  on  the  amount  of  the  bonds  guaranteed.  This  gives  us  a 
measure  of  our  losses  to  total  exposure  which  is  an  important  measure. 

Regardless  of  how  the  rate  is  calculated,  it  is  our  objective  to  reduce  losses  to  the  maximum 
extent  practicable    The  IG  Inspection  Report  (page  2 1 ),  in  fact,  states  that  the  annual  loss  rate  on 
SEA  Plan  A  bonds  has  steadily  declined  during  1992  -  1994. 

Histoncally,  the  surety  bond  guarantee  program's  loss  rate  has  been  about  2%.  OSG  has  been 
able  to  maintain  this  low  loss  rate  through  verification  of  surety  companies'  compliance  with 
program  regulations  and  through  review  of  their  underwriting,  claims  and  recovery  activities 
during  on-site  reviews    Field  office  reviews  are  conducted  to  ascenain  whether  or  not  there  is 
consistency  in  underwriting  and  adherence  to  program  policies  and  procedures.  Regulations  and 
SOPs  are  being  strengthened  for  greater  accountability. 

Since  1990,  OSG  has  required  stronger  documentation  for  claims  and  recovery  activity,  which 
contributes  to  the  declining  number  of  claims  for  reimbursement  being  submitted  and  the  declining 
amounts  being  requested.  Following  are  the  amounts  of  claims  that  SEA  paid  during  the  years 
cited  in  the  report: 
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1992-2,951  payment  for  $32,112,179 

1993  -  2,718  payments  for  $20,590,886 

1994  -  2,324  payments  for  $18,668,650 

Currently,  OSG  has  an  in-house  computerized  recovery  tracking  system  which  enables  us  to 
monitor  amounts  due  to  the  Agency  Our  proposed  regulations  require  sureties  to  certify  that  they 
have  exhausted  ail  economically  feasible  chances  of  recovery  prior  to  closing  their  files  on  an  SB  A 
guaranteed  bond. 

The  new  PC  Client  Server  Data  Base  System,  currently  being  developed,  will  give  OSG  greater 
control  of  data  accountability  and  provide  increased  oversight  and  monitoring  of  claims  and 
recovery  activities    This  new  computer  system  is  scheduled  for  implementation  October  1,  1995 

I  am  not  convinced  that  reducing  the  guarantee  percentages  will  benefit  the  overall  program.  I 
believe  that:  (1)  the  surety  industry  will  react  negatively  and  (2)  that  fewer  minority  and  women 
owned  firms  will  receive  bonds 

I  base  this  observation  on  a  recent  survey  of  participating  surety  firms  by  this  oflBce.  All  of  Plan  A 
sureties  contacted  indicated  that  a  reduction  in  the  guarantee  percentage  would  efiFect  the  number 
of  bonds  issued  through  this  program,  but  would  not  improve  their  loss  and  recovery  rates.  One 
surety  specified  that  it  would  be  more  selective  in  its  underwriting  criteria  by  requiring  more 
experience  and  a  greater  worldng  capital  fi-om  its  contractors.  The  smallest  and  more  marginal 
contraaors  would  then  be  unable  to  obtain  bonding. 

I  do  believe  that  we  can  continue  to  lower  our  loss  rates  with  increased  periodic  reviews  of  Plan 
-A.  surer/  companies.   However,  with  continuing  reductions  in  program  personnel  and  flinding,  we 
will  require  OIG  assistance  with  these  reviews 

4    IG  Recommendation:  Require  panicipating  Plan  A  surety  companies  to  maintain  accurate  and 
reliable  data  on  recoveries  for  SBA  bonds  and  non-SBA  bonds. 

OSG  Comments:   .As  stated  previously,  OSG  has  already  taken  steps  to  better  collect  and 
monitor  recovery  data.  In  addition,  we  intend  to  aggressively  provide  increased  oversight  of 
claims  and  recovery  activities  for  SBA  bonds. 

However,  I  do  not  believe  we  have  the  authority  to  require  the  surety  firms  to  provide  us  claims 
and  recovery  data  on  non-SB.A.  bonds  Funhermore,  the  surety  firms  we  contacted  told  us  that 
they  either  don  t  collect  the  data  or  that  they  will  not  release  data  on  non-SBA  bonds  to  us. 

5.  TG  Recommendation:  Include,  as  pan  of  OSG' s  periodic  reviews  of  Plan  A  surety  companies, 
a  comparison  between  recovery  rates  for  SBA-guaranteed  bonds  and  non-guaranteed  bonds. 
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September  15,  1995 

James  F  Hoobler 
Inspector  General 

Patricia  R.  Forbes  \(^  [  ^'^^'^ 
Acting  Associate  Deputy  Administrator 
for  Economic  Development 


Date 
To 

Thru: 
From: 


Subjea:    Inspection  of  the  Surety  Bond  Guarantee  Program 
Report  No.  95-07-002 

Thanlc  you  for  conducting  the  inspeaion  of  the  Surety  Bond  Guarantee  (SBG)  Program  and 
preparing  the  subject  report  I  am  sure  that  a  significant  amount  of  work  went  into  the  inspection 
and  report  by  the  team  that  completed  this  assignment.  This  report  will  be  useful  to  program 
management  and  the  professional  staff  in  the  administration  of  the  program. 

Generally,  I  understand  the  basis  for  many  of  the  findings  cited  in  your  report;  however,  I  believe 
that  different  conclusions  can  be  reached  fi-om  the  report  data.  Nevertheless,  I  do  agree  with 
some  of  the  recommendations  and  offer  the  following  comments. 

1    IG  Recommendation:  Update  SOP  50  45  1  by  establishing  target  graduation  rates  for  the  Plan 
A  and  Plan  B  programs  and  requiring  participating  surety  companies  to  maintain  records  on 
contraaor  graduation  and  length  of  time  in  the  SBG  program.  These  practices  will  better  enable 
SB  A  to  measure  the  efficiency  and  efiFectiveness  of  the  program  and  the  relative  performance  of 
participating  surety  companies. 

OSG  Comment:  The  goal  of  assisting  small  and  emerging  contraaors  to  become  bondable 
without  an  SB  A  guarantee  is  a  secondary,  self-imposed  objeaive  The  primary  goal  of  the 
program  is  to  assist  small  and  emerging  contractors  to  obtain  bonding  that  is  otherwise 
unavailable  to  them  so  that  they  can  compete  in  the  free  enterprise  system.  Clearly,  we  are 
meeting  this  goal.  During  the  first  ten  months  of  FY  1995,  18,937  bid  bond  guarantees  were 
approved  by  SBA,  enabling  small  contractors  to  bid  on  contracts  worth  over  $4  4  billion  A  total 
of  5,570  final  bond  guarantees  were  issued  for  contracts  that  were  valued  in  excess  of  $1  billion 
As  a  result,  over  46,000  jobs  were  created  in  less  than  a  year 
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Table  1  1  of  your  repon  indicates  that  7  6%  of  Plan  A  contractors  had  graduated.   Initially,  this 
percentage  appears  to  be  low  However,  the  same  table  indicates  that  only  2  1%  of  the 
contraaors  were  still  in  the  SBG  program  This  is  the  more  imponant  statistic  since  it 
demonstrates  that  97  9%  of  the  contractors  that  received  at  least  one  final  bond  are  no  longer  in 
the  program. 

A  low  graduation  rate  usually  infers  that  the  participants  remain  in  the  program  and  continue  to 
receive  government  assistance.  Clearly  this  is  not  a  problem  with  the  SBG  program  when 
97  9%  of  the  contractors  no  longer  panicipate  six  years  after  receiving  their  first  bond. 

I  do  agree  that  it  is  important  to  assist  contraaors  to  become  bondable  on  their  own  and  therefore 
propose  the  following: 

Central  Office  and  Area  Offices  will  collaborate  to  identify  contraaors  that  have  been  in  SBA's 
Plan  A  program  for  at  least  (5)  years  or  more,  and  who  have  received  a  substantial  number  of 
bond  euarantees.  Central  Office  will  develop  a  self-assessment  questionnaire  for  agents  to  give  to 
these  contraaors,  in  order  to  identify  improvements  in  services  that  SEA  can  make  available  to 
them. 

Upon  identification  and  the  contractor's  completion  of  the  questionnaire.  Area  Offices  will  assist 
agents/sureties  in  developing  an  "aaion-plan"  that  will  help  these  contraaors  in  their  area(s)  of 
deficiency.  This  will  include  referring  contraaors  to  SEA  resources,  such  as: 

-Small  Business  Development  Centers  (SBDCs) 
-Service  Corps  of  Retired  Executives  (SCORE) 
-One-Stop  Capital  Shops 
-WEO  Demonstration  Training  Program 
-Women's  Network  for  Entrepreneurial  Training 

2.  Ifi  Recommendation:  Direa  OSG  to  publish  a  pamphlet,  to  be  disseminated  to  SBG 
contractors  by  panicipating  Plan  A  and  Plan  B  surety  companies,  explaining  the  SBG  goal  of 
graduating  contractors  into  the  standard  market,  how  the  contractor  can  achieve  that  goal,  and 
types  of  technical  assistance  that  may  be  available  from  the  surety  company,  bonding  agent,  or 
SEA  to  help  the  contraaor  graduate. 

The  pamphlet  should  also  contain  suggested  time  fi-ames  for  contractor  participation  in  the  Plan  A 
and  Plan  B  programs  Such  guidelines  would  help  strengthen  the  SBG  program  goal,  further 
communicate  SBA's  expectation  that  participating  surety  companies  will  help  contractors,  and 
ensure  that  technical  assistance  is  provided  more  systematically  to  those  contraaors  who  need  it. 

OSG  Comment:  I  agree  that  SBG  contraaors  should  be  encouraged  to  strengthen  their  potential 
to  become  bondable  without  SBA's  guarantee  and  that  they  should  be  made  aware  of  the  technical 
assistance  available  to  them.  Again,  recognizing  the  current  environment  of  reduced  fijnding  levels 
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Allocated  I^ss  Adjustment  Expenses  fAI,AF.-> 

The  costs  arising  from  a  claim  directly  attributable  to  pursuing  recovery,  e.g.,  attorneys  and 
collection  fees. 


Graduation 

A  contractor  participating  in  the  SBG  program  is  said  to  graduate  wh«i  it  leaves  the  program 
because  it  is  able  to  qualify  for  standard  bonding  on  its  own. 


Gross  Loss  Rates 

A  gross  loss  rate  is  calculated  using  the  following  ratio: 

gross  losses  incurred  (see  definition  below^  +  AT.AF. 
total  premiums  earned  +  contractor  fees 

Gross  Losses  Incurred 

The  amount  of  losses  paid  in  claims  during  a  given  year  plus  the  change  in  the  reserve 
amount  from  the  beginning  to  the  end  of  the  year. 

Loss  Payments 

The  amounts  paid  out  to  project  owners  who  have  filed  a  claim  with  the  surety  company. 

Loss  Reserves 

Amounts  set  aside  to  pay  future  claims. 
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Net  Loss  Rates 

A  net  loss  rate  is  calculated  using  the  following  ratio: 

net  losses  incurred  (see  definition  below)  +  net  ALAE 
premiums  earned  after  "reinsurance"' 

Net  Losses  Incurred 

Gross  losses  incurred  less  any  losses  assumed  by  reinsurers. 

Recovery  Rate 

A  recovery  rate  is  calculated  using  the  following  ratio: 

total  recoveries  on  claims  

gross  losses  incurred  (see  definition  above)  +  ALAE 


APPENDIX  E 


Reinsurance 

An  arrangement  wherdjy  an  insurance  company  (the  reinsurer)  indemnifies  the  surety 
company  for  a  portion  of  the  risks  it  underwrites,  in  return  for  a  premium  ceded  by  the 
surety  company. 


Unallocated  Loss  Adjustment  Expenses 

The  costs  associated  with  processing  claims  that  can  not  be  attributed  to  a  specific  claim, 
e.g.,  salaries  and  other  overhead  expenses. 


Underwriting  Expenses 

The  costs  arising  from  a  surety  company's  underwriting  operation.   They  include  such  items 
as  brokers'  commissions,  advertising,  travel,  rent,  equipment,  and  overhead. 


'In  the  case  of  SBA-gu»nnteed  bonds,  premiums  earned  «fter  •reinsurmce,"  would  equal  80  percent  of  the 
total  premiums  paid  to  the  surety  company. 
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APPENDIX  F 

Page: 

OSG  Comments  As  indicated  earlier,  I  would  like  to  increase  the  number  of  penodic  reviews  of 
Plan  A  surety  companies.  However,  our  efforts  in  this  area  will  be  effected  by  reduced  program 
funding  and  personnel  levels    It  is  therefore  requested  that  the  OIG  assist  us  by  conduaing  audits 
of  the  Plan  A  surety  companies 

We  wul  continue  to  include  recovery  aaivities  as  one  of  the  primary  focuses  during  our  on-site 
reviews  of  participating  Plan  A  sureties. 
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Federal  law  currently  requires  contractors  to  provide  certain  types  of 
surety  bonds  on  all  federal  construction  contracts  worth  over  $25,000.' 
Surety  bonds  ensure  that  should  a  bonded  contractor  default,  a 
construction  project  will  be  completed  and  the  contractor's  employees 
and  material  suppliers  will  be  paid.  Most  state  and  local  governments  and 
some  private-sector  lenders  also  require  construction  firms  to  be  bonded. 
Surety  companies,  or  the  entities  that  issue  surety  bonds,  decide  whether 
firms  have  the  necessary  experience  and  financial  capabUity  to  perform  a 
given  job  and  thus  to  qualify  for  a  bond. 

It  is  not  unusual  for  a  small  construction  company  to  have  some  difficulty 
in  obtaining  a  surety  bond.  In  approving  bonds,  the  siu^ety  companies  seek 
to  reduce  their  risk  by  examining,  among  other  factors,  a  finn's  experience 
in  construction;  specialization  and  record  in  doing  the  same  type  of  work; 
and  financial  viability,  corporate  tax  returns,  and  bank  lines  of  credit 
Some  of  the  documents  the  firms  must  provide  are  readily  available  to 
them;  others,  such  as  a  review  or  audit  by  a  certified  public  accountant, 
may  result  in  additional  costs.  Those  firms  that  the  surety  companies 
consider  more  risky  may  be  asked  to  provide  collateral  or  meet  other 
conditions  to  obtain  a  bond.  According  to  the  surety  companies,  decisions 
on  approving  bonds  are  made  on  a  case-by-case  basis  and  may  take  some 
time  while  the  contractor  assembles  the  required  information  and  answers 
the  surety  company's  questions  and  the  surety  company  verifies  the 
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information.  If  the  processing  time  for  the  bond  is  long,  the  firm  may  lose 
the  opportunity  to  bid  on  a  job. 

Some  small  construction  firms  have  contended  that  surety  companies' 
decisions  to  j^prove  or  deny  bonds  can  seem  arbitrary.  As  a  result,  they 
have  asserted  that  such  decisions  can  impede  the  development  of  small 
firms,  especially  those  owned  by  minorities  and  women.  Because  limited 
delta  existed  on  this  issue,  the  Small  Business  Access  to  Surety  Bonding 
Survey  Act  of  1992^  directed  us  to  survey  small  construction  firms  for 
information  on  their  experiences  in  obtaining  bonds  fi-om  surety 
companies  from  1990  through  1993  and  to  report  to  the  House  and  Senate 
Committees  on  Small  Business.  The  act  directed  us  to  examine  in 
particular  the  experiences  of  firms  owned  by  minorities  and  women.-* 

Our  survey — a  random  sample  of  12,000  construction  firms,  of  which 
about  98  percent  were  small  enough  to  be  eligible  for  the  Small  Business 
Administration's  (sba)  programs'" — focused  on  (1)  the  firms'  overall  rate  of 
obtaining  bonds;  (2)  the  characteristics  of  the  small  firms  that  performed 
bonded  work;  (3)  the  recent  experiences  of  these  firms  in  obtaining  bonds, 
including  how  they  obtained  bonds,  whether  they  lost  opporturuties  to  bid 
because  of  the  length  of  time  it  took  to  get  a  bond,  what  documentation 
they  had  to  provide  to  obtain  a  bond,  how  often  they  were  denied  a  bond, 
how  much  they  paid  in  fees  for  bonds,  how  much  bonded  work  they 
performed,  and  whether  the  amount  of  bonding  they  received  had 
increased;  and  (4)  the  characteristics  of  those  firms  that  did  not  perform 
bonded  work,  including  their  reasons  for  not  doing  such  work. 

The  results  of  our  survey  generalize  to  about  half  of  the  firms  currently  in 
business,  primarily  in  construction,  that  meet  the  eligibility  criteria  for 
sba's  programs.  Our  results  do  not  generalize  to  firms  that  would  not  have 
responded  to  our  survey,  which  are  more  likely  to  be  smaller.  Details  of 
the  limitations  on  our  survey  data  are  presented  in  appendix  I. 


^This  act  is  contained  in  the  Small  Business  Credit  and  Business  Opportunity  Entiancement  Act  of 
1992- 

^  our  survey,  we  defined  a  minority.owned  firm  as  one  in  whicli  at  least  51  percent  of  the  firm  was 
owned  by  individuals  from  one  or  more  of  the  following  groups:  African  American.  Hispanic,  Asian 
American,  Native  American,  or  Pacific  Islander  We  defined  a  women^owned  firm  as  one  in  which  at 
least  51  percent  of  the  firm  was  owned  by  women. 

"To  be  eligible  for  SBA's  programs,  firms  must  have  average  annual  revenues,  over  a  3-year  period,  not 
exceeding  $17  million  if  the  firms  are  in  general  building  consiruclion  (e.g  ,  commercial  and  industrial 
construction)  and  heav^  construction  (e.g  .  roads  and  bridges)  and  $7  million  if  Ihe  firms  are  special 
trade  contractors  (e  g  .  plumbers,  painters,  eieclncal  contractors,  and  concrele  masons) 
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Summary 


Our  survey  showed  the  following. 


Overall  Rate  of  Obtaining 
Bonds 


At  least  23  percent  of  the  small  construction  firms  had  obtained  bonds, 
and  a  maximum  of  77  percent  had  never  obtained  bonds. 

Section  1  of  this  report  gives  more  details  on  this  estimate. 


Characteristics  of  Firms 
That  Had  Obtained  Bonds 


About  4  out  of  10  firms  that  had  obtained  bonds  had  annual  revenues  less 

than  or  equal  to  $500,000,  had  an  average  of  20  years  of  experience  in 

construction,  and  had  Ukely  first  obtained  bonds  before  1990. 

The  minority-owned  firms,  which  made  up  7.2  percent  of  the  firms  that 

had  obtained  bonds,  tended  to  be  smaller,  had  less  construction 

experience,  and  were  more  likely  than  the  firms  not  owned  by  minorities 

to  have  obtained  their  first  bond  since  1990. 

The  women-owned  firms,  which  made  up  11.1  percent  of  the  firms  that 

had  obtained  bonds,  had  less  construction  experience,  and  had  likely 

obtained  their  first  bond  more  recently  than  the  firms  not  owned  by 

women. 


Section  2  of  this  report  gives  more  details  about  the  characteristics  of 
these  firms. 


Firms'  Recent  Experience 
With  Bonding 


Of  the  firms  with  recent  experience  with  bonding  (1990-93),  about  1  out  of 
10  had  used  federal,  state,  or  local  bonding  assistance  programs  to  obtain 
bonds.  TTie  firms  that  used  government  assistance  tended  to  be  smaller, 
more  likely  to  have  been  previously  denied  a  bond,  and  more  likely  to  have 
obtained  their  first  bond  since  1985. 

The  firms  reported  that  they  were  routinely  asked  to  provide  financial 
statements  and  other  documents  to  obtain  a  bond.  About  one  out  of  four 
firms  reported  that  they  were  also  required  to  provide  collateral,  and  a 
similar  proportion  of  firms  said  they  were  required  to  meet  other 
conditions  (such  as  estabUshing  an  escrow  account  controlled  by  the 
surety  company)  to  obtain  a  bond.  The  minority  and  women-owned  firms 
were  more  likely  to  be  asked  for  certain  types  of  financial  documentation. 
The  minority-owned  firms  were  also  more  likely  to  be  asked  to  provide 
collateral  and  meet  other  conditions  than  the  firms  not  owned  by 
minorities. 

Nearly  one  out  of  five  firms  that  had  obtained  bonds  in  1990-93  had  also 
been  denied  a  bond  in  that  period.  The  minority-owned  firms  were  more 
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likely  to  have  been  denied  a  bond.  The  minority -owned  firms  were  also 
more  likely  to  say  they  had  lost  an  opportunity  to  bid  because  of  the  length 
of  time  it  took  to  obtain  a  bond. 

The  fees  paid  for  bonds  varied  depending  on  the  size  of  the  firm.  In 
addition,  the  women-owned  firms  paid  a  lower  fee  than  other  firms  for  the 
first  $100,000  of  their  bonds.  We  did  not  detect  differences  in  the  fees  paid 
by  the  minority-owned  firms  compared  with  those  paid  by  the  firms  not 
owned  by  minorities. 

About  a  quarter  of  the  firms  with  recent  bonding  experience  had  only 
obtained  bonds  valued  under  $100,000.  Because  of  the  new  bonding 
thresholds  set  out  by  the  Federal  Acquisition  Streamlining  Act  of  1994, 
which  increased  the  minimum  federal  contract  amount  for  which  a  bond  is 
required  from  $25,000  to  $100,000,  it  is  likely  that  fewer  firms  will  require 
bonds  in  the  future. 

Section  3  describes  in  more  detail  the  e3q)eriences  of  the  firms  that  had 
obtained  bonds  from  1990  through  1993. 


Firms  That  Had  Not 
Obtained  Bonds 


Four  out  of  five  small  construction  firms  had  not  obtained  bonds  because 
they  were  not  asked  to  get  them  or  did  not  bid  on  projects  that  required 
bonding.  The  minority-  and  women-owned  firms  that  did  not  obtain  bonds 
said  they  were  not  required  to  have  bonds  or  did  not  bid  on  projects  that 
required  bonding. 


Section  4  describes  in  more  detail  the  characteristics  of  these  firms  and 
their  reasons  for  not  obtaining  bonds. 


Scope  and 
Methodology 


We  surveyed  12,000  firms  randomly  selected  from  a  list  of  special  trade 
contractors,  general  building  contractors,  and  heavy  construction 
contractors  maintained  by  Dun  &  Bradstreet^  The  survey  focused 
primarily  on  small  firms;  that,  is,  those  meeting  the  size  standards  for  sba's 
programs. 


In  describing  differences  in  bonding  experience  by  size  or  ownership  (the 
ethnicity  or  gender  of  the  owner),  we  discuss  only  those  differences  that 


'^neral  contractors  for  and  builden/developera  of  single-family  residences  were  not  included  n 
survey. 
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are  statistically  significant^  It  should  be  noted  that  the  absence  of  a 
statistically  significant  difference  does  not  mean  that  a  difference  does  not 
exist — the  sample  size  or  number  of  respondents  to  a  question  may  not 
have  been  sufficient  to  allow  us  to  detect  a  difference.  This  report  does  not 
identify  causes  of  significant  differences.  It  is  also  important  to  note  that 
we  are  only  presenting  the  information  reported  to  us  by  the  firms.  We  did 
not  verify  this  information.  Details  of  our  scope  and  methodology  are 
presented  in  appendix  I.  A  supplement  to  this  report  gives  the  detailed 
responses  to  our  survey  questions  broken  down  by  the  size  of  the  firm  and 
the  gender  and  ethnicity  of  the  owner." 

We  conducted  our  work  between  June  1993  and  May  1995.  We  discussed 
the  information  in  this  report  with  representatives  of  the  surety  industry 
and  small  business,  including  sba's  Associate  Administrator  for  Surety 
Guarantees;  the  President,  Surety  Association  of  America;  and  the 
executive  directors  of  the  American  Subcontractors  Association,  National 
Association  of  Minority  Contractors,  and  Women  Construction  Owners 
and  Executives.  These  representatives  generally  agreed  that  we  had  used  a 
reasonable  approach  for  the  survey. 


We  are  sending  copies  of  this  report  to  the  Administrator,  sba,  and  the 
Director,  Office  of  Management  and  Budget  We  will  also  make  copies 
available  to  others  on  request 

Please  call  me  at  (202)  512-7631  if  you  or  your  staff  have  any  questions. 
M^or  contributors  to  this  report  are  listed  in  appendix  0. 


^^^"^^yj^^ 


Judy  A.  England^oseph 
Director,  Housing  and  Community 
Development  Issues 


^StaHsticaJ  significance  means  that  observed  differences  between  the  subgroups  are  larger  than  would 
be  expected  from  sampling  error  SampUng  error  is  the  maximum  amount  by  which  results  obtained 
from  a  statistical  sample  can  be  expected  to  differ  from  the  statistic  we  are  estimating 

^Small  Business  Responses  to  Survey  on  Construction  Firms'  Access  to  Surety  Bonds 
CGAO/RCEI>^5-173S).  For  a  copy  of  this  supplement,  return  the  postcard  included  in  this  report-  If  the 
pMDStcard  is  missing,  please  address  your  re<iuest  to:  US  General  Accounting  Office,  PC  Box  6015. 
Gajthersburg.  MD  208S4-9965  T^e  figures  in  this  report  are  cross-referenced  to  information  in  that 
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Section  1 


Firms'  Overall  Rate  of  Obtaining  Surety 
Bonds 


We  estimate  that  at  least  23.4  percent  (+/- 1.1  percent)  of  the  small 
construction  firms,  or  an  estimated  159,807  firms,  had  obtained  bonds  or 
had  j^jproved  bonding  lines.'  As  figure  1.1  shows,  we  also  estimate  that  a 
maximum  of  76.6  percent  (+/- 1.1  percent)  of  the  firms  had  never  obtained 
bonds  or  had  bonding  lines. 


Rgure  1.1:  Percentage  o(  Small 
Construction  Firms  That  Had  Obtained 
Bonds 


Never  Obtained 


The  actual  percentage  of  small  construction  firms  that  obtained  bonds 
could  be  higher  than  23.4  percent  (+/- 1.1  percent)  but  is  unlikely  to  be 
more  than  43.2  percent  (+/-1.4  percent).  These  upper  and  lower  limits  are 
based  on  information  from  both  our  mail  survey  and  a  follow-up  by 
telephone  to  the  mail  survey.  In  the  mail  survey,  43.2  percent  (+/- 
1.4  percent)  of  the  respondents  had  obtained  bonds.  However,  survey 
respondents  were  more  likely  than  nonrespondents  to  have  obtained 
bonds.  When  we  a4just  for  this  finding  and  generalize  to  all  small 
construction  firms,  including  those  no  longer  in  business,  we  can 
confidently  estimate  that  at  least  23.4  percent  (+/- 1.1  percent)  of  the  firms 
had  obtained  bonds. 
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While  we  are  able  to  estimate  the  overall  rate  of  obtaining  surety  bonds 
among  small  construction  firms,  we  are  not  able  to  generalize  the  survey 
results  presented  in  sections  2,  3,  and  4  to  all  the  firms.  In  these  sections, 
we  generalize  results  to  a  portion  of  the  universe,  on  the  basis  of  the 
response  rate  to  the  mail  survey. 
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Characteristics  of  Firms  That  Had  Obtained 
Surety  Bonds 

Overall,  the  small  construction  firms  that  had  obtained  bonds' 

•  had  annual  revenues  averaging  $1.6  million,  although  40  percent  had 
revenues  under  $500,000; 

•  averaged  20.4  years  of  construction  experience;  and 

•  were  likely  to  have  obtained  their  first  bond  before  1990. 

The  minority-owned  firms  differed  fi'om  the  firms  not  owned  by  minorities 
in  that  they 

•  were  more  likely  to  be  small — 51.4  percent  of  the  firms  had  annual 
revenues  under  $500,000, 

•  had  about  6  years  less  experience  in  construction,  and 

•  had  likely  obtained  their  first  bond  later  than  the  firms  not  owned  by 
minorities. 

The  women-owned  firms  differed  flrom  the  firms  not  owned  by  women  in 
that  they 

•  had  somewhat  less  construction  experience — 18.5  years,  compared  with 
20.7  years  for  the  firms  not  owned  by  women — and 

•  had  likely  obtained  their  first  bond  later  than  the  firms  not  owned  by 
women. 

In  this  section,  we  discuss  the  business  characteristics  of  the  firms  that 
had  obtained  surety  bonds.  In  section  4,  we  disciiss  the  business 
characteristics  of  the  firms  that  had  never  obtained  bonds  and  the  reasons 
why. 


Size  and  Ownership 


For  purposes  of  our  survey,  we  grouped  the  small  firms  that  met  the  size 
standards  for  sba's  programs  into  three  categories:  "smallest" — those  firms 
with  average  artnual  revenues  less  than  or  equal  to  $500,000; 
'medium-size" — those  firms  with  average  annual  revenues  over  $500,000 
and  up  to  $3.5  million;  and  "larger" — those  firms  with  average  annual 
revenues  over  $3.5  million  but  under  sba's  revenue  maximum. 

The  smallest  firms  accounted  for  40.0  percent  of  the  firms  that  had 
obtained  bonds,  as  shown  in  figure  2. 1.  In  contrast,  the  larger  firms 
accounted  for  12. 1  percent  of  the  firms  that  had  obtained  bonds. 


'This  discussion  generalizes  to  an  esUnuted  119,660  smaD  Anns 
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Figure  2.1 :  Breakdown  of  nrms 
Obtaining  Bonds,  by  Size 


Larger 


Note:  Percentages  may  not  add  to  100  because  ot  rounding. 

Source  Table  2.1 .  Small  Business:  Responses  to  Survey  on  Conslruclion  Rrms'  Access  to  Surely 
Bonds  (GAO/RCEO-S5-173S.  June  26.  ISSS), 


Minority-  and  women-owned  firms  made  up  a  small  proportion  of  the  total 
number  of  the  small  construction  firms  that  had  obtained  bonds.  Our 
survey  Indicated  that  7.2  percent  of  the  firms  that  had  obtained  bonds 
were  owned  by  minorities,  and  1 1. 1  percent  were  owned  by  women. 


Construction 
Experience 


The  firms  that  had  obtained  bonds  had  an  average  of  20.4  years  of 
construction  experience.  As  shown  in  figure  2.2,  the  larger  firms  tended  to 
have  more  experience  than  the  firms  of  other  sizes,  and  the  minority  and 
women-owned  firms  tended  to  have  less  experience  than  the  firms  not 
owned  by  minorities  and  women. 
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Hgure  2.2:  Construction  Exporlenca  of 
Firms  Otitslnlng  Bonds,  by  Size  and 
Ownsrship 


30      Year*  of  Conitnjcllon  EEpertence 


k. 


-n 


/ 


U^ 
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Note  The  difference  in  construction  experience  between  ttie  smallest  and  medii*n-size  lirms  was 
not  significant 

Source:  Tables  2  3a,  2  3b,  and  2  3c,  GAO/RCED-95-173S 


TVpeofWork 


As  shown  in  figure  2.3,  firms  in  special  trade  coi\struction  such  as 
plumbers,  painters,  concrete  masons,  and  electrical  contractors, 
accounted  for  65,0  percent  of  the  firms  that  had  obtained  bonds. 
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Figure  2.3:  Specialization  of  Rrms 
Obtaining  Bonds 


General  Building  Construction 


Heavy  Construction 


Special  Trade  Construction 


Source  Table2  5a.  GAO/RCED-SS-l/SS- 


As  shown  in  figure  2.4,  more  than  half — 58.0  percent — of  the 
minority-owned  firms  that  had  obtained  bonds  were  in  special  trade 
construction.  However,  a  higher  percentage  of  the  minority-owned  firms 
that  had  obtained  bonds  specialized  in  heavy  construction  than  the  firms 
not  owned  by  minorities. 
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Rgura  2.4:  Specialization  of  Rrms 
Obtaining  Bonds,  by  Ethnicity  of 
Owner 


100      Parcemage  o(  Flrr 


Ckd 


Construction 


Construction 


GsrwrsI  Bulldlrtg 
Construction 


I Minonl>'-Owned  Firms 

^^^H   Firms  Not  Owned  by  Minorities 

Source  Table  2  5b,  GAO/RCED-95-173S 


In  addition  to  performing  certain  types  of  construction  work,  firms  can 
function  either  as  general  contractors,  working  directly  for  owners,  or  as 
subcontractors,  working  for  the  general  contractors.  We  observed  the 
following  differences  regarding  the  firms'  work  as  general  contractors  and 
as  subcontractors: 

51.3  percent  of  the  firms  functioned  more  as  subcontractors  than  as 
general  contractors. 

42.5  percent  of  the  firms  functioned  more  as  general  contractors. 
The  remaining  6.3  percent  did  equal  amounts  of  work  as  general 
contractors  and  subcontractors. 


Year  of  Obtaining 
First  Bond 


Most  of  the  firms  that  had  obtained  bonds  had  been  performing  bonded 
work  for  several  years. 
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61.1  percent  of  the  firms  had  obtained  their  first  bond  before  1985. 
23.8  percent  had  obtained  their  first  bond  between  1985  and  1989. 
The  remaining  25.2  percent  had  obtained  their  first  bond  in  1990  or  later. 

The  minority-  and  women-owned  firms  obtained  their  first  bond  later  than 
other  firms.  As  shown  in  figure  2.5,  41.7  percent  of  the  minority-owned 
firms  had  obtained  their  first  bond  since  1990,  while  76.6  percent  of  the 
firms  not  owned  by  minorities  had  obtained  their  first  bond  before  1990. 


Rgure  2.5:  Year  In  Which 
Minority-Owned  Rrma  and  Rrms  Not 
Owned  by  Minorities  Obtained  Rrst 
Bond 


100      Percentage  of  Rmi* 


From  1990  to 


Minonty-Owned  Firms 
^^H    Firms  Nol  Owned  by  Minorities 

Source  Tabte2  7b,  GAO/RCED-95-173S 


As  shown  in  figure  2.6,  55.2  percent  of  the  women-owned  firms  had 
obtained  their  first  bond  since  1985,  compared  with  47.5  percent  of  the 
firms  not  owned  by  women. 
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Figure  2.6:  Year  in  Which  HiH^^H^^Hl 

Women-Owned  Rrms  and  Rrms  Not  too     Pemnuge  of  Firms 

Owned  by  Women  Obtained  First  Bond 


Befon  1 98S  From  1 9SS  to 

1993 

Women-Owned  Firms 
^^^H   Firms  Not  Owned  by  Worr^en 

Source:  Table  2.7c.  GAO/RCEO-95-1 73S, 
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Bonds 


Nearly  three-quarters — 72.0  percent — of  the  small  construction  firms  had 
obtained  bonds  since  1990.'  Their  involvement  with  bonding  is 
characterized  by  the  following  experiences: 

About  seven  out  often  firms  obtained  their  bonds  through  an  agent  who 

specialized  in  bonding.  Few  of  the  firms  used  government  bonding 

assistance  programs. 

Most  of  the  firms  obtained  their  first  bond  in  30  days  or  less. 

The  firms  reported  that  they  were  routinely  asked  to  provide  financial 

stEttements  and  other  documents  to  obtain  a  bond  About  one  out  of  four 

firms  reported  being  asked  to  provide  collateral,  and  a  similar  proportion 

of  firms  reported  being  required  to  meet  other  conditions  (such  as 

establishing  an  escrow  account  controlled  by  the  surety  company)  to 

obtain  a  bond. 

About  one  out  of  five  firms  obtaining  a  bond  between  1990  and  1993  had 

also  been  denied  a  bond  at  least  once  during  those  years. 

Most  of  the  firms  perceived  that  the  requirements  for  obtaining  a  bond  had 

remained  the  same  or  tightened  over  the  last  5  years. 

About  half  of  the  firms  paid  nothing  for  bid  bonds^  in  1993.  The  larger 

firms  were  less  likely  to  pay  for  bid  bonds  and  paid  lower  fees  for  payment 

and  performance  bonds  than  the  medium-size  and  smallest  firms. 

About  one-third  of  the  firms'  1993  construction  revenues  were  generated 

fix>m  jobs  that  required  bonds. 

Most  firms  that  reported  infonnation  about  their  bonding  capacity  had 

experienced  an  increase  or  no  change  from  1990  to  1993  in  the  largest 

bond  or  aggregate  amount  of  bonds  that  the  surety  companies  would 

approve. 

A  quarter  of  the  firms  with  recent  bonding  experience  had  only  obtained 

bonds  \'alued  under  $100,000  in  1993.  Because  of  new  bonding  thresholds 

set  out  by  the  Federal  Acquisition  Streamlining  Act  of  1994,  which 

increased  the  minimum  federal  contract  amount  for  which  a  bond  is 

required  from  $25,000  to  $100,000,  it  is  likely  that  fewer  firms  will  require 

bonds  in  the  future. 

The  experiences  of  the  minoritj'-owned  firms  differed  from  those  of  the 
firms  not  owned  by  minorities  in  several  areas.  For  example,  these  firms 


'The  results  described  in  this  section  generaii2e  to  an  est:[r.a:e<j  *4  4i^l  firms. 

^ere  aie  three  types  of  suretj-  bonds — bid.  performance  and  pajmenL  A  bid  bond  ensures  that  a 
film  is  technically  qualified  to  perform  the  work  will  enter  into  a  contract  if  its  bid  is  accepted,  and 
will  obtain  whatewr  additional  bonds  are  required  A  performance  bond  guarantees  that  the  pityect 
will  t>e  completed  in  acconlance  with  the  contract  s  terms  and  conditions,  at  the  agreed-upon  price, 
and  within  the  prescribed  linie.  The  pa>ment  bond  ensures  that  indniduals  and  firms  proitding  labor 
aiid/or  materials  to  the  project  will  be  paid. 


G.AO/RCED-95-IT3FS  Access  to  Surety  Bonds 


328 


Sections 

PInaa'  Bcceat  Experiences  la  ObulnlBC 


were  more  likely  to  be  asked  to  provide  certain  types  of  financial 

documentation,  as  well  as  to  provide  collateral  or  to  meet  other 

conditions; 

were  more  likely  to  be  denied  a  bond  and  to  report  losing  an  opportunity 

to  bid  because  of  delays  in  processing  their  request  for  a  bond;  and 

were  more  likely  to  depend  on  jobs  requiring  bonds  for  a  higher 

proportion  of  their  revenues. 

The  women-owned  firms  differed  from  the  firms  not  owned  by  women  in  a 
few  key  rejects.  For  example,  they 

reported  having  paid  lower  fees  on  average  for  the  first  $100,000  of  a  bond 
than  the  firms  not  owned  by  women  and 

were  more  likely  to  be  asked  to  provide  more  types  of  financial  or  other 
documentation  to  obtain  a  bond. 


How  Firms  Obtained 
Bonds 


Ck>nstruction  firms  have  several  avenues  for  obtaining  surety  bonds.  Firms 
can  choose  a  bonding  agent  who  specializes  in  surety  bonds  or  an 
insurance  agent  who  provides  a  range  of  insurance  products — any  agent 
licensed  to  provide  insurance  is  legally  permitted  to  handle  surety  bonds 
as  well.  Firms  may  also  go  directly  to  a  surety  company  to  obtain  a  bond. 
The  bonding  specialist  is  seen  as  knowledgeable  of  the  requirements  of  the 
surety  companies  and  can  advise  the  firm  on  preparing  its  request  for  a 
bond. 

Federal,  state,  and  local  programs  also  assist  firms  in  obtaining  bonds,  sba, 
for  example,  provides  guarantees  to  surety  companies  to  cover  a  portion 
of  the  loss  on  a  bond  if  a  construction  company  defaults.  Massachusetts, 
Ohio,  Maryland,  and  New  York,  among  others,  provide  guarantees, 
collateral,  or  other  forms  of  financial  assistance  to  help  small  firms  obtain 
bonds. 


Use  of  Specialized  Agent 


Most  of  the  small  firms  that  had  obtained  bonds  between  1990  and  1993 
used  specialized  bonding  agents,  ^ecifically, 

71.4  percent  of  the  firms  used  agents  who  specialized  in  surety  bonds, 
3.2  percent  dealt  directly  with  surety  companies,  and 
the  remaining  25.5  percent  were  almost  evenly  split  in  either  not  being 
sure  whether  their  agent  specialized  in  surety  bonds  or  saying  that  their 
agent  was  not  a  bonding  specialist. 
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The  larger  firms  were  more  likely  to  use  a  specialized  agent  than  the 
smallest  firms,  as  shown  in  figure  3.1. 


Rgura  3.1 :  Use  o(  SpaclallzMl  Bonding 
Agent,  by  Sin  of  Firm 


100      Ptrcnntagn  of  Rrms 


Source;  Table  3  3a.  GAO/RCED-95-173S 


The  smallest  firms  were  also  less  likely  to  say  that  their  bonding  agent 
explained  bonding  requirements  to  a  "great"  or  "very  great"  extent  the  first 
time  they  asked  for  a  bond.  Our  survey  indicated  that  59.4  percent  of  the 
larger  firms  seeking  their  first  bond  said  that  the  bonding  agent  had 
explained  the  requirements  to  them  to  a  great  or  very  great  extent, 
compared  with  38.6  percent  of  the  smallest  firms. 


Use  of  Government 
Assistance 


The  use  of  government  assistance  programs  is  not  widespread.  Only 
9.8  percent  of  the  firms  had  used  some  form  of  government  assistance  to 
obtain  their  bonds  between  1990  and  1993.  Those  firms  that  had  obtained 
their  first  bond  since  1985  were  more  likely  to  have  used  bonding 
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assistance  than  those  that  had  obtained  their  first  bond  before  1985,  as 
shown  in  figure  3.2. 


ngura  3^  Usa  at  Govammant 
Assistance,  by  Ysar  In  Which  Hrm 
Obtained  Hs  Rrst  Bond 


19      P«ro*ntsg«  of  Finn*  Using  Oovvfnrmnl  As«M«ne« 


OJ 


YMr  In  Which  Fkn  OMalnad  FIrat  Bond 


Source:  Table  3.6.  GAO/RCED-95-1 73S 


The  smallest  firms  were  more  likely  to  have  used  government  assistance. 
Specifically, 

14.6  percent  of  the  smallest  firms  used  some  form  of  government 
assistance  to  obtain  a  bond, 

9.0  percent  of  the  medium-size  firms  used  such  assistance,  and 
3.7  percent  of  the  larger  firms  used  such  assistance. 

The  firms  that  used  government  assistance  were  also  more  likely  to 

be  smaller  in  size; 

have  obtained  smaller  bonds; 

have  paid  for  bid  bonds,  which  are  often  provided  at  no  charge; 
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have  obtained  their  first  bond  since  1985; 

have  been  denied  a  bond  in  the  past; 

repoit  that  they  had  lost  an  opportunity  to  bid  on  a  project  in  1993  because 

their  bond  request  was  not  processed  in  time; 

report  that  they  were  required  to  hire  a  financial  management  firm, 

consulting  firm,  or  certified  public  accountant  (Cpa)  selected  by  the  surety 

company;  and 

report  that  they  were  required  to  enter  into  an  arrangement  that  gives  the 

surety  company  the  right  to  manage  the  job  for  which  the  bond  was 

provided  even  when  the  firm  is  not  in  default 


Length  of  Time  Taken  to 
Obtain  a  Bond 


Firms  may  lose  am  opportunity  to  bid  because  a  bond  request  is  not 
processed  in  time.  However,  most  firms  seeking  their  first  bond  between 
1990  and  1993  obtained  their  bond  within  30  days.  That  is 


about  half — 52.3  percent — of  the  firms  had  their  first  bond  request 

approved  in  10  days  or  less; 

28.4  percent  of  the  firms  had  their  first  bond  request  ^proved  in  1 1  to  30 

days;  and 

only  19.3  percent  of  the  firms  waited  over  30  days  to  obtain  their  first 

bond. 

About  one  in  five  firms  said  they  had  lost  an  opportunity  to  bid  in  1993 
because  their  bond  request  was  not  processed  in  time.  As  shown  in  figure 
3.3,  the  smallest  and  medium-size  firms  were  more  likely  to  report  having 
lost  an  opportunity  to  bid  in  1993  because  of  the  time  it  took  to  process  a 
bond  request. 
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Rgure  3.3:  Firms  That  Lost  an 
Opportunity  to  Bid  Because  of 
Processing  Times,  1993 


30      Percantags  of  Firms 
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Source:  Table  3  10a,  GAO/RCED-95-173S. 


Similarly,  the  minority-owned  firms  were  more  likely  to  report  losing  an 
opportunity  to  bid  because  their  bond  request  was  not  processed  in 
time — 43.8  percent,  compared  witli  17.8  percent  in  the  case  of  the  firms 
not  owned  by  minorities.  We  did  not  detect  any  significant  differences  on 
this  issue  between  the  women-owned  firms  and  the  firms  not  owned  by 


Conditions  Firms  Met 
to  Obtain  Bonds 


As  a  condition  for  approving  a  bond,  a  surety  company  tan  require  that  the 
contractor  periodically  provide  reports  on  the  status  of  the  job,  financial 
statements,  and  other  documents  to  keep  the  surety  company  apprised  of 
the  firm's  performance  and  financial  condition,  as  well  as  the  status  of  the 
project.  In  certain  instances,  the  surety  company  may  require  additional 
assurances  that  reduce  its  risk,  such  as  collateral  to  cover  potential  losses. 
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Required  Documentation  The  vast  m^ority  of  small  firms  reported  that  they  were  required  to 

provide  certain  types  of  documentation  to  the  surety  company.  In 
summary, 

•  86.5  percent  of  the  firms  provided  reports  of  work  on  hand  or  job  status, 

•  86.6  percent  of  the  firms  provided  personal  financial  statements, 

•  81.2  percent  of  the  firms  provided  financial  statements  compiled  by  the 
firm,  and 

•  77.8  percent  of  the  firms  provided  financial  statements  reviewed  by  a  cpa. 

Many  firms  reported  that  they  were  required  to  provide  these  documents 
more  often  than  once  a  year.  For  example, 

•  67.6  percent  of  the  firms  required  to  provide  periodic  reports  of  work  on 
hand  had  to  provide  such  reports  more  often  than  once  a  year, 

•  46.6  percent  of  those  providing  periodic  statements  compiled  by  the  firm 
had  to  do  so  more  than  once  a  year,  and 

•  23.9  percent  of  those  required  to  provide  periodic  financial  statements 
reviewed  by  a  cpa  had  to  provide  them  two  or  more  times  a  year. 

The  medium-size  and  larger  firms  were  more  likely  to  be  asked  for  almost 
all  types  of  documentation.  The  exception  was  personal  tax  returns:  TTie 
smallest  and  medium-size  firms  were  more  likely  to  be  required  to  provide 
these. 

However,  among  the  firms  required  to  provide  certain  documents 
periodically,  the  smallest  firms  had  to  provide  several  types  more 
frequently  than  the  larger  firms  did.  These  documents  included  personal 
financial  statements,  letters  of  credit,  personal  and  corporate  tax  returns, 
and  audits  by  cpas.  On  the  other  hand,  the  larger  firms  had  to  provide 
reports  of  work  on  hand  and  financial  statements  compiled  by  the  firm 
more  often  in  a  year  than  the  smallest  and  medium-size  firms  did. 

The  minority-owned  firms  reported  that  they  were  more  likely  to  be  asked 
for  personal  tax  returns.  In  addition,  the  minority-owned  firms  had  to 
provide  several  types  of  documents  more  often  in  a  year  than  the  firms  not 
owned  by  minorities.  These  included  personal  financial  statements  and 
financial  statements  compiled  by  the  firm,  cpa  reviews,  cpa  audits  of 
financial  statements,  letters  of  credit,  and  personal  tax  returns. 
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As  shown  in  Figure  3.4,  the  women-owned  firms  repoited  that  they  were 
more  likely  to  be  required  to  provide  more  types  of  documents  in  order  to 
obtain  a  bond. 


Rgtire  3.4:  Documents  That 
Women-Owned  Firms  and  Rrms  Not 
Owned  by  Women  Were  Required  to 
Provide 


100      Parc*ntBg«  of  Firms 


CPA  Revtewa  of         Corpont*  Tai 


I ]   Women-Owned  Firms 

^^^1   Firms  Not  Owned  by  Women 

Source  Table  3  12c.  GAO/RCED-95-173S 


Collateral  Requirements 


Surety  companies  can  require  firms  to  provide  collateral  as  a  condition  for 
approving  a  bond.  According  to  surety  officials,  some  surety  companies 
commonly  require  collateral,  while  others  do  not  Officials  of  some  surely 
companies  view  collateral  as  a  tool  that  produces  a  strong  commitment 
from  the  firm  to  successfully  complete  the  project  The  collateral  is 
normally  a  liquid  asset  that  frequently  comes  from  the  contractor's 
personal  assets  rather  than  fix)m  the  firm's  assets,  so  as  not  to  reduce  the 
firm's  working  capital. 

About  a  quarter  of  the  small  construction  firms  that  had  obtained  bonds 
between  1990  and  1993  reported  that  they  were  required  to  provide 
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collateral  to  obtain  the  bond.  The  size  of  the  firm  affected  this 
requirement,  as  shown  in  figure  3.5.  About  one  in  three  of  the  smallest 
firms  but  only  about  one  in  six  of  the  larger  firms  was  required  to  provide 
collateral 


Figure  3.5:  Hnns  Required  to  Provide 
Collateral,  by  Size  of  Rrni 


44      PtfCMimn  of  Finn*  Providing  CoUantnl 


m 


/ 


Source;  Table  3.14a,  GAO/flCEO-95-173S 


The  ethnicity  of  the  firms'  owners  also  affected  this  requirement  TTie 
minority-owned  firms  reported  that  they  were  more  likely  to  be  required  to 
provide  collateral  than  the  other  firms:  36.8  percent  of  minority-owned 
firms  had  to  do  so,  while  only  24.7  percent  of  the  firms  not  owned  by 
minorities  did 


Other  Conditions 


Surety  companies  may  impose  other  conditions  on  firms  that  request 
bonds.  About  a  quarter  of  the  firms  reported  that  they  were  required  to 
meet  at  least  one  of  the  following  conditions: 
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purchase  insurance  from  the  bonding  agent; 

establish  an  escrow  account  controlled  by  the  surety  company; 

hire  a  cpa  or  a  management  or  consulting  firm  selected  by  the  surety 

company  to  manage  the  contract;  or 

enter  into  an  arrangement  that  allows  tlie  surety  company  to  manage  the 

job  even  when  the  firm  is  not  in  default 

Except  for  the  purchase  of  insurance,  these  conditions  take  some 
management  and  control  of  the  Job  away  from  the  construction  firm. 

As  shown  in  figure  3.6,  the  firms  reported  that  they  were  more  likely  to  be 
required  to  purchase  insurance  from  the  bonding  agent  than  to  meet  other 
conditions. 


FIgur*  3.6:  Othar  CondMons  That 
Hrma  Had  to  Meat,  1990-93 


Source:  Tabte  3 15a.  GAO/RCED-95-173S. 
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The  smaller  the  firm,  the  more  likely  that  it  was  subject  to  at  least  one  of 
these  conditions  shown  in  figure  3.7. 


Figure  3.7:  Percentage  of  Rrms  That 
Had  to  Meet  at  Least  One  Other 
Condition,  by  Size  of  Firm 


40      Percentage  of  Fkms  Meeting  One  Condition 


Source  Table  3  15a.  GAO/RCED-95-173S 


In  addition,  the  nunority-owned  firms  reported  more  often  than  the  firms 
not  owned  by  minorities  that  they  had  to  (1)  establish  an  escrow  account 
controlled  by  the  surety  company,  (2)  hire  a  cpa  or  a  management  or 
consulting  firm  selected  by  the  surety  company  to  manage  the  contract, 
and  (3)  enter  into  an  arrangement  that  allows  the  surety  company  to 
manage  the  job  even  when  the  firm  is  not  in  default 


Denials  of  Bonds 


Twenty-one  percent  of  the  firms  that  had  obtained  bonds  between  1990 
and  1993  were  also  denied  a  bond  at  least  once  during  that  period.  As 
shown  in  figure  3.8,  the  minority-owned  firms  were  more  likely  to  have 
been  denied  a  bond  than  the  firms  not  owned  by  minorities. 
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Rgure  3.6:  Minority-Owned  Firms  and 
Firms  Not  Owned  by  Minorities  Denied 
a  Bond  Since  1990 


40      P«rcentaga  of  Rrmt  DBfitvd  •  Bond 


Soorce  Table  3.16b,  GAO/RCED-95-173S, 


According  to  the  firms  that  had  been  denied  bonds,  the  agent  most 
commoiUy  cited  the  firms'  financial  condition  or  lack  of  construction 
experience  as  the  reason  for  denying  a  bond,  as  shown  in  figure  3.9.  The 
smallest  firms  were  more  likely  than  the  other  firms  to  identify  "don't  do 
enough  bonded  work'  and  "firm  not  in  business  long  enough"  as  the 
reasons  for  denying  the  firm  a  bond. 
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Rgure  3.9:  Reasons  Finns  Cited  as 
Agent's  Explanation  for  Most  Recant 
Bond  Denial  Since  1990 


100      Pafc«nt»9«  of  FInnt 


Note:  Respondents  could  cite  more  ttian  one  reason.  Ottief  reasons  were  eacti  cited  by  fewer 
than  10  percent  of  ttie  firms 

Source:  Table  3  17a.  GAO/F1CED-95-173S 


The  minority-owned  firms,  like  the  finns  not  owned  by  minorities,  most 
commonly  reported  being  told  that  their  financial  status  or  lack  of  ^ecific 
construction  experience  was  the  reason  a  bond  was  denied.  Other  reasons 
were  cited  by  fewer  than  10  percent  of  the  firms  not  owned  by  minorities 
but  were  more  likely  to  be  cited  by  the  minority-owned  firms.  These  firms 
were  more  likely  to  report  being  told  that  they  needed  to  complete  current 
work  or  that  a  bond  was  being  denied  because  they  could  not  obtain  a 
government  guarantee.  The  minority-owned  firms  were  also  more  likely  to 
say  that  the  reasons  given  to  them  were  not  clear  or  understandable. 

The  women-owned  firms  also  commonly  reported  being  told  that  their 
financial  status  or  lack  of  specific  construction  experience  was  the  reason 
a  bond  was  denied.  However,  the  women-owned  firms  were  more  likely  to 
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report  that  they  were  told  the  bond  had  been  denied  because  the  firms 
"chose  not  to  make  changes  in  business  practices  or  meet  other  conditions 
required  by  the  surety." 

Most  of  the  firms — 85.2  percent — reported  being  told  the  reasons  a  bond 
was  denied  orally,  while  the  remaining  14.8  percent  said  they  were 
provided  with  at  least  one  reason  in  writing.  Both  the  minority-and 
women-owned  firms  more  fi-equently  reported  being  given  at  least  one 
reason  for  their  most  recent  denial  in  writing. 

About  two  thirds — 62.7  percent — of  the  firms  were  denied  bonds  within  10 
days  of  applying.  However,  these  denials  took  longer  for  the 
women-owned  and  minority-owned  firms  than  for  other  firms,  as  figxire 
3.10  illustrates. 


Rgure  3.10:  Length  of  Time  It  Took  for 
Most  Recent  Bond  Request  to  Be 
Denied,  by  Ownership  of  Firm 


100      Parcerrtage  of  Flrm« 


I  I   Up  10  10  Days 

HH    ItXDays 

^^^B   More  Than  3C  Days 

Source  Tables  3  19b  and  3  19c,  GAO/RCED-95-173S 
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Perceptions  of  Changes  in 
Bonding  Requirements 


Surety  company  officials  told  us  that  bonding  requirements  had  tightened 
significantly  in  the  late  1980s  as  a  consequence  of  large  losses  during  that 
period.  However,  they  said  that  the  situation  in  the  1990s  is  different, 
resulting  in  a  relaxation  of  requirements  for  obtaining  a  bond. 

Nevertheless,  most  of  the  small  firms  perceived  that  the  surety  companies' 
requirements  had  tightened  or  stayed  the  same  over  the  past  5  years.''  In 
summary, 

43.5  percent  of  firms  perceived  that  the  surety  companies  had  tightened 
the  requirements  for  obtaiiung  a  bond, 

42.9  percent  perceived  that  the  surety  compaiues'  requirements  had 
remained  the  same,  and 

13.6  percent  thought  that  the  surety  companies  had  relaxed  their 
requirements. 

The  firms'  perceptions  of  changes  in  bonding  requirements  differed 
depending  on  the  size  of  the  firm.  The  larger  firms  were  more  likely  than 
the  other  firms  to  say  the  requirements  had  been  relaxed. 

As  shown  in  figiire  3. 1 1,  the  firms  most  frequently  said  that  the  surety 
agent  told  them  that  economic  conditions,  new  government  regulations, 
changes  in  the  surety  company's  policy,  or  a  decline  in  the  firm's  financial 
strength  had  caused  the  tighter  requirements. 


e  collected  from  Febniaiy  through  July  1994 
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Figure  3.11:  Reasons  Firms  Cited  as 
Agent's  Explanation  for  Tightening  of 
Bonding  Requirements 


Sections 
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Bonda 


Percentage  ol  Firm* 


Note:  Respondents  could  cite  more  than  one  reason.  Other  reasons  were  each  cited  by  fewer 
than  10  percent  of  the  firms 

Source:  Table  3,22a.  GAO/RCED-96-173S, 


The  minority-owned  firms  more  frequently  viewed  the  requirements  as 
having  been  tightened.  As  shown  in  figure  3. 12,  these  firms  were  more 
likely  than  the  firms  not  owned  by  minorities  to  cite  their  declining 
financial  strength  as  the  explanation  the  agent  gave  them  for  this 
tightening.  In  contrast,  these  firms  were  less  likely  than  the  firms  not 
owned  by  minorities  to  cite  general  economic  conditions  and  government 
regulations  as  the  agent's  explanation. 

Both  the  minority-  and  women-owned  firms  were  more  likely  than  the 
other  firms  to  say  that  the  reasons  the  agent  gave  them  that  requirements 
had  been  tightened  were  not  clear. 


GAO/RCED-95-173FS  Access  to  Surety  Bonds 


343 


Sections 

Finns'  Recent  Exp«rlenc< 


Rgure  3.12:  Reasons  Minority-Owned 
Rrms  and  Firms  Not  Owned  by 
Minorities  Cited  as  Agent's 
Explanation  for  Tightening  of  Bonding 
Requirements 


70       Percentage  o)  Firms 


Conditions  / 
Govern  me  nl 
Regulations 

Strength 
Declined 

1         |m,„ 

jfily-Owned  Firms 

HUH    Firrr 

s  Not  Owned  by  V 

by  Agent  or 
Broker  Were  Not 
Ctear 


Source:  Table  3  22b.  GAO/RCED-95  1 73S 


Fees  Paid  for  Surety 
Bonds 


Construction  fimis  sometimes  pay  two  fees,  one  for  a  bid  bond,  which 
prequalifies  the  firm  to  obtain  a  performance  and  payment  bond,  and  the 
other  for  the  payment  and  performance  bond. 


Fees  Paid  for  Bid  Bonds 


About  half  of  construction  firms  paid  a  fee  just  for  the  opportunilj  to  bid 
on  a  job  that  required  a  bond  in  1993,  while  the  remainder  paid  nothing  for 
bid  bonds.  The  smallest  and  middle-size  firms  were  more  likely  to  pay  a 
fee  for  bid  bonds  than  the  larger  firms,  as  shown  in  figure  3. 13. 
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Rgure  3.13:  Percentage  of  Firms  That 
Paid  for  Bid  Bonds  in  1993,  by  Size  of 
Firm 


100       Percentage  ol  Rrms 


Source  Table  3  23a,  GAO/RCED-95-173S 


The  firms  that  paid  for  bid  bonds  during  1993  reported  one  or  more  of 
three  payment  arrangements:  (1)  a  flat  fee  for  each  bid  bond,  (2)  an  annual 
service  fee  that  covered  all  bid  bonds  for  the  year,  and  (3)  a  percentage  of 
the  contract  amount.  In  summary,  our  survey  showed  the  following: 

The  flat  fees  for  each  bid  bond  were  conunonly  $200  or  less — 85.5  percent 

of  the  fums  paying  flat  fees  paid  $200  or  less  per  bid  bond  under  this 

arrangement. 

For  those  who  paid  an  average  annual  service  fee,  69.8  percent  of  the  firms 

paid  $200  or  less  in  1993. 

Of  the  firms  that  paid  a  percentage  of  the  contract  amount,  about  half 

(50.9  percent)  paid  2.5  percent  or  less  and  about  half  paid  more. 

The  larger  furns  paid  lower  percentages  of  the  contract  amount  for  bid 
bonds.  In  addition,  the  firms  doing  special  trade  construction  were  more 
likely  to  pay  for  bid  bonds  (59.1  percent)  than  the  firms  in  heavy 
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construction  (41.7  percent)  or  in  general  building  construction 
(44.4  percent). 


Fees  Paid  for  Payment  and 
Performance  Bonds 


The  size  of  the  firm  significantly  affected  the  fees  it  paid  for  payment  and 
performance  bonds  in  1993.  The  larger  firms  paid  lower  fees  for  payment 
and  performance  bonds,  paying  1.60  percent,  or  $1,600,  for  the  first 
$100,000  of  the  contract  amount,  while  the  smallest  firms  paid  an  average 
of  3.47  percent,  or  $3,470,  for  the  first  $100,000.  Thus,  for  a  payment  and 
performance  bond  of  $100,000,  the  smallest  firms  would  pay  about  $1,870 
more  for  the  bond. 

The  women-owned  firms  paid  less,  on  average,  than  the  firms  not  owned 
by  women  for  payment  and  performance  bonds.  The  women-owned  firms 
paid  an  average  rate  of  2.07  percent  for  the  first  $  100,000  of  the  contract 
amount,  while  the  firms  not  owned  by  women  paid  an  average  of 
2.45  percent  of  the  contract  amount. 

The  firms  doing  special  trade  construction  paid  higher  fees,  on  average 
(2.67  percent),  than  the  firms  doing  heavy  construction  (2.06  percent)  or 
the  firms  doing  building  construction  (2.15  percent). 


Amount  of  Bonded 
Work 


About  a  third  of  the  firms'  construction  revenues  in  1993,  on  average,  came 
from  jobs  fi'om  which  bonds  were  required.  A  higher  percentage  of  the 
larger  firms'  revenues  came  from  jobs  requiring  bonds,  as  shown  in  figure 
3.14. 
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Figure  3.14:  Percentage  of 
Construction  Revenues  From  Job* 
Requiring  Bonds  in  1993,  by  Size  of 
Rrm 


P«rc«n1ao«  of  R*v«nu*« 


/    /    / 


Source  Table  3  27a.  GAO/RCED-95-ir3S 


Revenues  from  jobs  for  which  bonds  were  retiuired  also  formed  a  higher 

proportion  of  the  total  revenues  of  the  minority-owned  firms 

(41.5  percent)  than  of  the  firms  not  owned  by  minorities  (32.2  percent). 

The  firms'  specialization  also  affected  the  amount  of  revenues  they  earned 
from  jobs  requiring  bonds.  In  summary, 

heavy  construction  contractors  reported  that,  on  average,  about 

half — 49.5  percent — of  their  revenues  came  from  jobs  requiring  bonds, 

general  building  construction  contractors  reported  that  about 

two-fifths — 39.8  percent — of  their  revenues  came  from  jobs  requiring 

bonds,  and 

special  trade  contractors  reported  that  only  about  a 

quarter — 25.5  percent— of  their  revenues  came  from  jobs  requiring  bonds. 
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Changes  in  Bonding 
Capacity 


Bonding  capacity — the  largest  bond  a  surety  company  would  provide  a 
firm  and  the  aggregated  amount  of  bonds  that  a  surety  company  would 
provide  at  one  time — was  related  to  the  firm's  size.  As  shown  in  figure 
3.15,  the  larger  firms  had,  as  would  be  expected,  a  larger  bonding  csyaacity, 
as  measured  by  the  largest  bond  obtained. 


Figure  3.15:  Distribution  of  Bonding 
Capacity  by  Size  of  Hrm,  1993 


EH 


SmallesI 
MediuiTvS<2e 


Source  Table  3  29a.  GAO/RCEO-95-173S 


Generally,  the  firms  that  reported  bonding  capacity  in  both  1990  and  1993 
doubled  their  capacity  over  that  3-year  period,  on  average.  However,  the 
firms  varied  considerably  in  this  regard.  In  summary. 
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42.1  percent  of  the  firms  increased  the  aggregate  amount  of  their  bonds, 
and  44.6  percent  increased  the  amount  of  their  largest  bond; 
for  13.5  percent  of  the  firms,  the  aggregate  amount  of  their  bonds  declined, 
and  for  17.9  percent,  the  amount  of  their  largest  bond  decreased;  and 
the  bonding  capacity  of  the  remaining  firms  did  not  change. 

The  medium-size  and  larger  firms  were  more  Ukely  than  the  smallest  firms 
to  have  increased  their  bonding  capacity  both  in  terms  of  aggregate 
amount  and  their  largest  bond.  However,  the  proportionate  growth  in 
bonding  capacity  between  1990  and  1993  did  not  differ  significantly  for 
firms  of  different  sizes. 


Approved  Bonding  Lines  The  total  amount  of  bonds  that  a  surety  company  is  willing  to  provide  to  a 

firm  is  often  communicated  through  an  approved  bonding  line.  About 
two-thirds  of  the  firms  reported  that  they  had  an  approved  bonding  line. 
While  the  m^ority  of  these  firms  (62.2  percent)  reported  that  they  had 
received  a  bonding  line  at  the  time  of  their  first  bond  request  or  after 
completing  one  or  more  jobs  requiring  bonds,  37.8  percent  had  received  a 
bonding  line  before  they  needed  a  bond. 

The  minority-owned  firms  were  more  likely  to  receive  their  first  bonding 
line  when  their  first  bond  was  approved,  as  shown  in  figure  3. 16.  The  other 
firms  were  more  Ukely  to  receive  a  bonding  line  before  they  needed  a  bond 
or  after  completing  at  least  one  job  for  which  a  bond  was  required. 
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Figure  3.16:  Timing  o<  Bonding  Line 
Approval  (or  Minority-Owned  Firms 
and  Firms  Not  Owned  by  Minorities 


50       Perc«ntag«  of  Firms 


B«for«  Naeding  With  First  Bond  After 


Minority-Owned  Firms 
^^^H    Firms  Not  Owned  by  Minonties 

Source  Table  3  35a.  GAO/RCED-95-173S 


Largest  Bond  Obtained  in 
1993 


As  shown  in  figure  3.17,  about  25  percent  of  the  small  construction  firms 
with  recent  bonding  experience  obtained  only  bonds  valued  under 
$100,000  in  1993. 
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Section  3 

Firms'  Recent  Experiencea  In  Obtaining 

Bonds 


Figure  3.17:  Largest  Bond  Obtained  in 
1993 


$1  Million  Of  More 


Under  $100,000 


$100,000  -  $499,999 


$500,000  ■  $999,999 


Source:  Table  3  36a.  GAO/RCED-95-173S 


To  revise  and  streamline  federal  procurement,  the  Congress  passed  the 
Federal  Acquisition  Streamlining  Act  of  1994.  One  of  the  act's  provisions 
increased  the  minimum  value  of  federal  construction  contracts  for  which 
surety  bonds  are  required  from  $25,000  to  .$100,000,  effective  in 
October  199.5.  This  new  bonding  threshold  could  eliminate  the  need  for 
bonding  for  a  number  of  small  construction  firms  doing  business  with  the 
federal  government. 
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Characteristics  of  Firms  That  Had  Not 
Obtained  Bonds 


Most  of  the  firms  that  had  not  obtained  bonds  reported  that  they  were  not 
required  to  have  bonds  or  did  not  bid  on  jobs  requiring  bonding.'  Overall, 
the  firms  that  did  not  obtain  bonds 

had  annual  revenues  averaging  $391,000 — 77.8  percent  had  annual 

revenues  under  $500,000; 

had  an  average  of  15.4  years  of  construction  experience; 

were  more  likely  to  have  their  primary  line  of  business  in  special  trade 

construction;  and 

were  more  likely  to  perform  more  work  as  a  subcontractor  than  working 

directly  for  owners. 

Of  the  funis  that  had  never  obtained  bonds,  6.5  percent  were  owned  by 
minorities  and  7.5  percent  were  owned  by  women.  In  summary,  these 
minority-  and  women-owned  fums 

had  an  average  of  2  years'  less  construction  experience  than  the  fimis  not 
owned  by  minorities  or  women; 

were  less  likely  to  say  they  did  not  obtain  bonds  because  they  were  not 
required  to  have  bonds  or  did  not  bid  on  jobs  requiring  bonds;  and 
were  more  likely  to  say  they  did  not  obtain  bonds  because  they  did  not 
believe  the  firm  would  be  able  to  get  bonds,  so  they  did  not  ask  for  them. 


^lyp  pnH  Ownprshh"*  The  smallest  firms  accounted  fornearly  77.8  percent  of  the  firms  that  had 

Dize  dJlU  WWlieiblup  ^g^gj.  Q^,(3jf,g£j  bonds.  On  the  other  hand,  the  larger  firms  made  up  only 

0.6  percent  of  the  firms  that  had  never  obtained  bonds,  as  shown  in  figure 

4.1. 


p  results  described  in  this  section  generalize  to  an  estimated  157.30G  firms 
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Section  4 

Characterlstio)  of  Firms  That  Had  Not 

Obtained  Bonds 


Rgure  4.1:  Breakdown  of  Firms  That 
Had  Never  Obtained  Bonds,  by  Size 


Source  Table  4  1,  GAO/RCEO-95-1 73S 


The  minority-  and  women-owned  firms  made  up  a  small  proportion  of  the 
firms  that  had  never  obtained  bonds.  In  summary, 

6.5  percent  of  the  firms  that  had  never  obtained  bonds  were  owned  by 

minorities  and 

7.5  percent  of  the  firms  that  had  never  obtained  bonds  were  owned  by 

women. 


Construction 
Experience 


The  firms  that  had  never  obtained  bonds  had  an  average  of  15.4  years  of 
experience.  The  minority-  and  women-owned  firms  had  an  average  of 
about  13  years  of  construction  experience,  while  the  other  firms  averaged 
about  15  years  of  experience. 
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Chancterbtlcs  of  Pinna  Thit  Had  Not 

Obtained  Bonda 


Type  of  Work 


The  general  building  and  special  trade  contractors  were  more  likely  to 
never  have  obtained  bonds  than  the  heavy  construction  contractors.  As 
shown  in  figure  4.2,  the  general  building  contractors  made  up  nearly 
9. 1  percent  of  the  firms  that  had  never  obtained  bonds,  and  the  special 
trade  contractors  made  up  86.3  percent  of  such  firms. 


Rgure  4.2:  Breakdown  of  Rnns  That 
Had  Naver  Obtained  Bonds,  by 
Specialty 


9.1% 

General  Building  Construction 


4.6% 

Heavy  Construction 

Special  Trade  Construction 


Source  Table  4  3a.  GAO/FICED-95-173S. 


For  the  firms  that  had  never  obtained  bonds,  we  did  not  find  any 
significant  difference  between  the  minority-owned  firms  and  the  firms  not 
owned  by  minorities  with  regard  to  the  type  of  work  they  performed. 

The  women-owned  firms  that  had  never  obtained  bonds  were  most  likely 
to  perform  special  trade  construction  work.  Also,  the  women-owned  firms 
were  more  likely  than  the  fums  not  owned  by  women  to  perform  heavy 
construction  work.  As  shown  in  figure  4.3,  11.3  percent  of  the 
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Obtained  Bonda 


women-owned  firms  worked  primarily  in  this  area,  compared  with 
4.0  percent  of  the  firms  not  owned  by  women. 


Rgure  4.3:  Spedallzstlon  of  Firms  That 
Had  Never  Obtained  Bonds,  by  Gender 
of  Owner 


100      Percentage  of  Rrma 


Construction 


I J   WomefvOwned  Firms 

^^^H   Firrr^  Not  Owned  by  Women 

Source  Table  4  3c.  GAO/RCED-95-173S 


The  firms  that  had  never  obtained  bonds  performed  more  work  as 
subcontractors  than  as  general  contractors  working  directly  for  owners. 
That  is,  in  1993 

55. 1  percent  of  the  firms  received  a  greater  portion  of  their  revenues  finom 

subcontracting  work  than  from  work  done  directly  for  owners, 

38.5  percent  received  a  greater  portion  of  their  revenues  from  work  done 

directly  for  owners,  and 

the  remaining  6.4  percent  received  equal  portions  of  their  revenues  from 

work  as  subcontractors  and  as  general  contractors  working  directly  for 

owners. 
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Section  4 

Cluncterl<tk>  of  Firm*  That  Had  Not 

Obtained  Bonds 


Reasons  for  Not 
Obtaimng  Bonds 


The  principal  reason  the  firms  gave  for  not  obtaining  bonds  was  that  they 
were  not  required  to  have  bonds  or  did  not  bid  on  Jobs  requiring  bonds.  As 
shown  in  figure  4.4,  five  other  reasons  were  each  dted  by  at  least 
10  percent  of  the  firms. 


Figure  4.4:  Reaaons  Rrma  Gave  for 
Not  Obtaining  Bonds 


100      Percentage  of  Flrme 


//      A^ 
/" 


7 


/  / 


Nole:  Respondents  could  cite  more  than  or>e  reason.  Other  reasons  v 
than  10  percent  of  the  Itrms 


Source  Table  4  5a.  GAO/BCED-95-173S 


3  each  cited  by  fewer 


The  firms  owned  by  minorities  and  women  gave  some  of  the  same  reasons 
for  not  obtaining  bonds  as  the  firms  not  owned  by  minorities  and  women. 
However,  the  ethnicity  or  gender  of  the  firms'  owners  affected  the 
frequency  with  which  they  cited  some  of  these  reasons.  In  summary,  the 

minority-  and  women-owned  firms  were  less  likely  to  say  that  they  were 
not  required  to  obtain  bonds  or  did  not  bid  on  bonded  jobs; 
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minority-  and  women-owned  finns  were  more  likely  to  say  that  they 
believed  their  firm  would  not  be  able  to  get  bonds,  so  did  not  ask  for  them; 
minority-owned  firms  were  more  likely  to  use  cash  instead  of  bonds  to 
secure  construction  contracts;  and 

women-owned  firms  were  more  likely  to  say  that  they  had  performed 
work  in  partnership  or  in  a  joint  venture  with  a  firm  that  was  bonded. 
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Appendix  I 

Scope  and  Methodology 


Using  the  baseline  information  required  by  the  Small  Business  Access  to 
Surety  Bonding  Survey  Act  of  1992  as  a  starting  point,  we  developed  a 
questionnaire.  In  developing  this  questionnaire,  we  solicited  input  from  the 
American  Subcontractors  Association,  Association  of  General 
Contractors,  National  Association  of  Minority  Contractors,  Women 
Construction  Owners  and  Executives,  National  Association  of  Surety  Bond 
Producers,  Hispanic  American  Construction  Industry  Association,  and 
Small  Business  Admiiustration  (sba).  To  pretest  the  questionnaire,  we  held 
over  50  meetings  with  construction  furms  around  the  country.  Among 
other  things,  these  firms  told  us  that  they  would  be  unwilling  to  provide 
financial  information  other  than  information  on  sales  and  that  a  request 
for  such  information  might  discourage  them  from  responding  to  other 
questions.  The  financial  status  of  a  firm  is  a  key  factor  in  a  surety 
company's  decision  to  approve  a  bond. 

We  then  selected  a  simple  random  sample  of  12,000  compaiues  from  the 
Dun  &  Bradstreet  list  of  683, 198  firms  in  the  construction  industry, 
excluding  general  contiactors  primarily  involved  in  residential  building 
construction,  as  of  December  31,  1993.  Firms  doing  primarily  residential 
building  cor\struction  and  development  were  eliminated  from  the  study 
because  they  were  not  as  likely  as  other  firms  to  be  asked  to  obtain  bonds. 
Excluding  this  large  group  (249,178  firms)  enabled  us  to  reduce  the  size  of 
our  sample,  and  therefore  the  cost  of  the  survey,  in  order  to  obtain  reliable 
estimates  for  firms  with  bonding  experience. 

We  sent  the  final  questiormaire  to  each  firm  in  the  sample.  We  alerted 
recipients  by  postcard  before  sending  out  the  questionnaire  and  mailed  up 
to  two  foUow-up  questionnaires  to  firms  that  did  not  respond  to  our  irutial 
request.  We  conducted  the  survey  from  February  to  July  1994,  with 
follow-up  maihngs  in  March  and  April  1994.  Of  the  fums  in  our  sample, 
16.9  percent  did  not  respond  to  the  questionnaire  because  they  were  out  of 
business  or  not  doing  cor\struction  work,  or  we  were  unable  to  obtain  a 
current  address  for  them.  Of  the  remaining  9,964  firms,  50.2  percent 
responded  to  the  questionnaire. 

To  determine  if  the  nonrespondents  differed  from  the  respondents  in  their 
experiences  with  bonds,  we  randomly  sampled  800  firms  that  had  not 
responded  by  May  13,  1994,  to  contact  by  telephone.  We  excluded  from  the 
sample  those  firms  that  were  out  of  business  or  not  doing  construction 
work.  We  made  up  to  four  attempts  to  reach  each  firm  by  telephone.  From 
this  effort,  we  identified  another  large  percentage  of 
firms — 29.5  percent — that  were  out  of  business  or  for  whom  we  were 
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unable  to  locate  a  valid  telephone  number.  Of  the  remaining  564  firms, 
52.0  percent  responded  to  the  telephone  survey.  Only  38.2  percent  of  these 
respondents  had  obtained  a  bond  or  had  an  approved  bonding  line.  We 
used  the  results  from  our  telephone  survey  to  increase  the  accuracy  of  our 
estimate  of  the  number  of  small  firms  that  had  obtained  bonds. 

Because  our  questiotmaire  did  not  ask  for  confidential  financial 
information,  we  acquired  whatever  financial  data  were  available  on  the 
sampled  firms  from  Dun  &  Bradstreet's  Research  and  Regulatory  File.  This 
information  included  historical  sales  data  for  all  of  the  sampled  firms  and 
financial  statements  for  3,017  of  the  firms.  We  matched  the  firms'  financial 
records  to  data  from  the  survey.  The  survey  respondents  with  bonding 
experience  were  more  likely  than  the  firms  in  other  response  categories  to 
have  financial  statements  on  file  at  Dun  &  Bradstreet  Financial 
information  was  available  for  only  36.6  percent  of  the  firms  with  bonding 
experience. 


Dpfinitir»n«  *^  determined  the  ethnicity  and  gender  of  the  owners  of  the  firms  using 

their  answers  to  the  following  two  questions  on  our  questionnaire: 

•  "Is  51%  or  more  of  the  firm  owned  by  one  or  more  of  the  following 
minority  groups;  Black  or  African  American,  Hispanic,  Asian,  American 
Indian  or  Native  American,  or  Pacific  Islander?" 

•  "Is  51%  or  more  of  the  firm  owned  by  women?" 

We  determined  the  size  of  the  firms  by  calculating  their  average  aimual 
construction  revenues  for  3  years  before  the  date  of  the  survey.  When 
revenues  for  3  years  were  not  available,  we  used  average  revenues  for  2 
years  or  the  firms'  revenues  for  the  most  recent  year.  For  those  firms  that 
did  not  answer  our  question  about  revenues,  we  used  Dim  &  Bradstreet's 
historical  sales  data  to  calculate  similar  averages.  We  determined  that 
these  data  were  reliable  indicators  of  responses  to  our  questions  on 
revenues.  We  then  grouped  firms  into  the  following  categories: 

•  the  smallest  firms — those  with  average  annual  revenues  less  than  or  equal 
to  $500,000; 

•  medium-size  firms — those  with  average  annual  revenues  over  $500,000  and 
up  to  $3.5  million; 

•  the  larger  firms — those  with  average  annual  revenues  over  $3.5  million,  up 
to  the  maximum  allowed  for  eligibiUty  in  sba's  programs  as  a  small 
business;  and 
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Scope  uid  Methodology 


the  largest  firms — those  with  average  revenues  that  exceed  sba's  size 
standards  for  small  businesses.  We  excluded  these  firms  from  our  analysis 
since  they  did  not  meet  the  eligibility  requirements  for  sba's  programs. 
(Less  than  2  percent  of  the  firms  fell  into  this  category.) 

We  defined  firms  with  "bonding  experience"  as  those  that  had  one  or  more 
of  the  experiences  mentioned  in  the  following  question:  "Has  your  firm 
ever  provided  a  bid  bond,  a  performance  or  payment  bond  or  had  a 
pre-approved  bonding  line?" 


Industry's  Views 


We  met  with  representatives  of  industry  and  surety  associations,  surety 
companies,  and  public  agencies  to  understand  how  the  construction  and 
surety  industries  operate.  These  groups  included  AMWEST  Surety 
Insurance  Company,  the  American  Subcontractors  Association,  the 
Fidelity  and  Deposit  Company  of  Maryland,  the  Piispanic  American 
Construction  Industry  Association,  the  Latin  American  Management 
Association,  the  Maryland  Small  Business  Development  Financing 
Authority,  the  Minority  Business  Development  Agency,  the  National 
Association  of  Minority  Contractors,  the  National  Association  of  Surety 
Bond  Producers,  the  New  York  Surety  Company,  the  Surety  Association  of 
America,  the  American  Surety  Association,  United  States  Fidelity  and 
Guaranty,  Universal  Bonding  Iiuurance  Company,  the  Women 
Construction  Owners  and  Executives,  and  the  Small  Business 
Administration  (sba). 


Limitations  of  the 
Survey  Data 


Our  results  generalize  to  at  most  276,866  (+/-  6,001)  small  construction 
firms  that  would  have  answered  our  survey  had  we  mailed  our 
questionnaire  to  all  companies.  This  number  represents  about  half  of  the 
firms  currently  in  business,  primarily  in  construction,  and  identified  as 
such  by  Dun  &  Bradstreet.  Our  results  do  not  generalize  to  firms  that 
would  not  have  responded  to  our  survey,  which  are  more  likely  to  be 
smaller  and  to  work  in  special  trades  and  which  are  less  likely  to  have 
fmancial  statements  on  record  with  Dun  &  Bradstreet  than  the  responding 
firms.  According  to  our  telephone  survey,  they  are  also  less  likely  to  have 
had  bonding  experience.  Our  results  also  do  not  generalize  to  firms  that 
have  gone  out  of  business;  the  newest/youngest  firms,  which  have  not 
been  in  business  long  enough  to  be  identified  by  Dun  &  Bradstreet;  or 
general  contractors  for  and  builder/developers  of  single-family  residences, 
which  we  excluded  from  our  review.  Our  results  also  do  not  generalize  to 
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the  largest  firms;  that  is,  those  with  annual  revenues  exceeding  sba's  size 
standards  for  small  businesses. 

As  with  all  sample  surveys,  our  statistical  estimates  contain  sampling 
error — potential  error  that  arises  from  not  collecting  data  on  all  firms. 
Statistically,  sampling  error  is  the  amount  by  which  the  results  obtained 
from  a  statistical  sample  can  be  expected  to  differ  from  the  statistics  we 
are  estimating.  We  calculated  the  amount  of  sampling  error  for  each 
estimate  at  the  95-percent  confidence  level.  This  means  that  if  we 
repeatedly  sampled  12,000  firms  from  the  same  Dun  &  Bradstreet  file  and 
performed  our  survey  again,  95  percent  of  the  samples  would  yield  results 
within  the  ranges  specified  by  our  estimates,  plus  or  minus  the  sampling 
errors.  In  calculating  the  sampling  errors,  we  did  not  make  a  correction  for 
sampling  from  a  fiiute  population.  The  sampling  errors  for  statistics  other 
than  percentages  (e.g.,  averages)  are  also  reported  in  the  following  tables. 

Differences  between  subgroups  that  we  were  interested  in,  such  as  the 
minority-owned  firms  and  the  firms  not  owned  by  minorities,  are 
mentioned  in  this  report  orUy  when  they  are  statistically  significant 
Statistical  significance  means  that  the  differences  we  observed  between 
subgroups  are  larger  than  would  be  expected  from  sampling  error.  When 
this  occurs,  some  phenomenon  other  than  chance  is  likely  to  have  caused 
the  difference.  This  report  does  not  identify  the  causes  of  sigruficant 
differences.  Statistical  significance  is  absent  when  an  observed  difference 
between  two  subgroups,  plus  or  minus  sampling  error,  yields  a  range  that 
includes  zero.  In  this  instance,  sampling  error  alone  could  explain  the 
difference.  It  should  be  noted,  however,  that  the  absence  of  a  statistically 
significant  difference  does  not  mean  that  a  difference  does  not  exist.  The 
sample  size  or  number  of  respondents  to  a  question  may  not  have  been 
sufficient  to  allow  us  to  detect  a  difference. 


'"Inmnlina  Frrnr<5  Sampling  errors  for  the  estimates  of  percentages  cited  in  this  report  are 

oampiing  nilTOrtj  j^^  ^^^^  ^  percent  unless  noted  in  the  following  tables.  In  addition,  no 

estimate  is  cited  if  the  estimate  is  negative  once  the  sampling  error  is 
considered.  The  sampling  errors  for  statistics  other  than  percentages  (e.g., 
averages)  are  also  reported  in  the  following  tables  in  the  order  in  which 
they  appear  in  the  report. 
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Table  1.1:  Estimates  and  Sampling 
Errors  for  Statistics  Presented  in 
Section  1 


Table  1.2:  Estimates  and  Sampling 
Errors  for  Statistics  Presented  in 
Section  2 


Description 


Average  construction  experience 


20.4  years 


Average  difference  in  construction  experience     6.1  years 
between  firms  owned  by  minorities  and  firms 
not  owned  by  minorities 


Average  construction  experience  of  snnailest 
firms  (fig.  2.2) 


18.99  years 


Average  construction  experience  of 
medium-size  firms  (fig.  2.2) 


20.07  years 


Average  construction  experience  of  larger  firms  26.16  years 
(fig.  2.2) 


Average  construction  experience  of 
minority-owned  firms  (fig.  2.2) 


14.69  years 


Average  construction  experience  of  firms  not 
owned  by  minorities  (fig.  2.2) 


20.83  years 


Average  construction  experience  of  firms 
owned  by  women  (fig.  2.2) 


18.51  years 


Average  construction  experience  of  firms  not 
owned  by  women  (fig.  2.2) 


20.68  years 


Sampling  error 


Estimated  minimum  percentage  of  firms  ttiat 
had  obtained  bonds  or  had  a  bonding  line 

23.4  percent 

1.1  percent 

Estimated  minimum  number  of  firms  that  had 
obtained  bonds  or  had  a  bonding  line 

159.807 

7,857 

Description 

Estimate 

Sampling  error 

Estimated  number  of  firms  that  had  obtained 
bonds 

119.560 

4,645 

Average  annual  revenues 

$1,569,840 

$98,680 

0.7  years 


1 .9  years 


0.89  years 


0.94  years 


2.49  years 


1 .73  years 


0.70  years 


1.76  years 


0.71  years 
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Table  1.3:  Estimates  and  Sampling 
Errors  That  Exceed  5  Percent  for 
Percentages  Presented  in  Section  2 


Description 

Estimate  (percent) 

Sampling  error 
(percent) 

Minority-owned  firms  with  average  annual 
revenues  up  to  $500,000 

51.4 

8.1 

Minonty-owned  firms  specializing  in  general 
building  construction  (fig.  2.4) 

20.5 

6.5 

Minority-owned  firms  specializing  in  heavy 
construction  (fig.  2.4) 

21.9 

6.7 

Minority-owned  firms  specializing  in  special 
trade  construction  (fig.  2.4) 

57.5 

8.0 

Minority-owned  firms  obtaining  their  first  bond 
before  1990  (fig  2.5) 

58,3 

8.1 

Minority-owned  firms  obtaining  their  first  bond 
in  1990-93  (fig.  2.5) 

41.7 

8.1 

Women-owned  firms  obtaining  their  first  bond 
before  1985  (fig.  2.6) 

44.8 

6.5 

Women-owned  firms  obtaining  their  first  bond 
since  1985  (fig  2.6) 

55.2 

6,5 

Description 

Estimate  (percent) 

Sampling  error 
(percent) 

Larger  firms  seel<ing  first  bond  in  1990-93  that 
said  their  bonding  agent  had  explained 
requirements  to  them  to  a  great  or  very  great 
extent 

59.4 

15,8 

Smallest  firms  seeking  first  bond  in  1990-93 
that  said  their  bonding  agent  had  explained 
requirements  to  them  to  a  great  or  very  great 
extent 

38.6 

7.3 

Firms  reporting  up  to  10  days  for  approval  of 
first  bond  in  1 990  or  later 

52.3 

5.4 

Minority-owned  firms  that  lost  an  opportunity  to 
bid  in  1993  because  bond  request  was  not 
processed  in  time 

43.9 

9,8 

Women-owned  firms  required  to  provide  CPA 
reviews  of  financial  statements  (fig.  3.4) 

84.2 

5.5 

Women-owned  firms  required  to  provide 
corporate  tax  returns  (fig.  3.4) 

71.3 

6,8 

Minority-owned  firms  required  to  provide 
collateral 

36.8 

9,2 

Minority-owned  firms  required  to  hire  a  financial 
management  firm,  consulting  firm,  or  CPA 
selected  by  surety  company 

9.5 

5,6 

Minority-owned  firms  required  to  establish  an 
escrow  account  controlled  by  the  surety 
company 

12.4 

63 

Table  1.4:  Estimates  and  Sampling 
Errors  That  Exceed  5  Percent  for 
Percentages  Presented  in  Section  3 
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Description 


Minority-owned  firms  required  to  enter  into  an 
arrangement  that  gives  surety  company  right  to 
manage  job  being  bonded,  even  when  firm  is 
not  in  default 


Sampling  error 
Eatimate  (percent) (percent) 


Bonded  minority-owned  firms  that  have  been 
denied  bonds  at  least  once  since  1990  (fig.  3.8) 


Firms  reporting  they  were  last  denied  a  Ixind, 
since  1990,  because  their  financial  status  was 
not  good  enough  (fig.  3.9) 


Firms  reporting  they  were  last  denied  a  bond, 
since  1990,  because  they  had  never  done  that 
large  a  |ob,  never  worked  in  that  location 
before,  or  never  done  that  kind  of  work  (tig.  3.9) 


Small  firms  reporting  up  to  10  days  for  most 
recent  bond  denial 


Ivlinority-owned  firms  reporting  up  to  10  days 
for  most  recent  bond  denial  (fig.  3.10) 


l^inority-owned  firms  reporting  1 1  -30  days  for 
most  recent  bond  denial  (fig.  3.10) 
Minority-owned  firms  reporting  more  than  30 
days  for  most  recent  bond  denial  (fig.  3.10) 
Firms  not  owned  by  minonties  reporting  up  to 
10  days  for  most  recent  bond  denial  (fig.  3.10) 
Firms  not  owned  by  minorities  reporting  1 1-30 
days  for  most  recent  lx)nd  denial  (fig.  3.10) 


Women-owned  firms  reporting  up  to  10  days 
lor  most  recent  bond  denial  (fig.  3.10) 


Women-owned  firms  reporting  1 1-30  days  for 
most  recent  bond  denial  (fig.  3.10) 


Women-owned  firms  reporting  more  than  30 
days  for  most  recent  txind  denial  (fig,  3.10) 


Firms  not  owned  by  women  reporting  up  to  10 
days  for  most  recent  Ixind  denial  (fig.  3.10) 


Firms  not  owned  by  women  reponing  1 1  -30 
days  for  most  recent  txjnd  denial  (fig.  3.10) 


Minority-owned  firms  reporting  economic 
conditions  or  government  regulations  as  a 
reason  for  surety  company's  tightening  of 
bonding  requirements  over  last  5  years  (fig. 
3.12) 


Minority-owned  firms  reporting  a  decline  in  their 
firm's  financial  strength  as  a  reason  for  surety 
company's  tightening  of  bonding  requirements 
over  last  5  years  (fig.  3.12) 


29.3 


45.8 


28.0 


58.2 


(continued) 
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Sampling  error 
Description  Estimate  (percent)  (percent) 

Minority-owned  firms  reporting  that  reasons 
given  by  agent  or  brol<er  for  tightening  of 
bonding  requiremenls  over  last  5  years  were 


not  clear  (fig.  3  12) 

164 

9.8 

Smallest  firms  paying  for  bid  bonds  in  1993 
(fig.  3.13) 

74.5 

5.9 

Larger  firms  paying  for  bid  bonds  in  1993  (fig. 
3.13) 

29.5 

6.3 

Firms  paying  annual  service  fees  of  $200  or 
less  for  bid  bonds 

69.8 

7.4 

Firms  paying  percentage  of  contract  amount  to 
bid  that  paid  2.5  percent  or  less  for  each  bid 
bond 

50.9 

7.8 

Firms  doing  heavy  construction  that  paid  for 
bid  bonds  in  1993 

41.7 

7.2 

Firms  doing  general  building  construction  that 
paid  for  bid  bonds  in  1993 

44.4 

6.2 

Smallest  firms  with  largest  bond  capacity  under 
$100,000  (fig.  3.15) 

46.6 

6.0 

Smallest  firms  with  largest  bond  capacity 
between  $100,000  and  $499,999  (fig.  3.15) 

40.7 

59 

Larger  firms  with  largest  bond  capacity  of 
$1,000,000  or  more  (fig  3  15) 

74.0 

5.7 

Ivlinority-owned  firms  receiving  their  first 
approved  bonding  line  before  ever  needing  a 
bond  (fig.  3  16) 

28.6 

11.8 

Ivlinority-owned  firms  receiving  their  first 
approved  bonding  line  with  their  first  bond 
approval  (fig.  3.16) 

44.6 

13.0 

Ivlinority-owned  firms  receiving  their  first 
approved  bonding  line  after  completing  at  least 
one  bonded  job  (fig.  3.16) 

268 

116 
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Table  1.5:  Estimates  and  Sampling 
Errors  for  Statistics  Other  Than 
Percentages  Presented  in  Section  3 


Appendix  I 

Scope  and  Methodology 


Description 

Estimate 

Sampling  error 

Estimated  number  of  firms  that  had  recent 
experiences  in  obtaining  bonds 

84,491 

4,024 

Average  fee^  paid  by  larger  firms  for  first 
$100,000  of  contract  amount  for  performance 
and  payment  bonds 

1 .60  percent 

0  14  percent 

Average  fee  paid  by  smallest  firms  for  first 
$100,000  of  contract  amount  for  performance 
and  payment  bonds 

3  47  percent 

0  39  percent 

Average  fee  paid  by  women-owned  firms  for 
first  $100,000  of  contract  amount  for 
performance  and  payment  bonds 

2  07  percent 

0.17  percent 

Average  tee  paid  by  firms  not  owned  by 

women  for  first  $100,000  of 

contract  amount  for  performance  and  payment 

lx)nds 

2  45  piercent 

0.14  percent 

Average  fee  paid  by  firms  doing  special  trade 
construction  for  first  $100,000  of  contract 
amount  for  performance  and  payment  bonds 

2.67  percent 

0  20  percent 

Average  fee  paid  by  firms  doing  heavy 
construction  for  first  $100,000  of  contract 
amount  for  performance  and  payment  bonds 

2.06  percent 

0.26  percent 

Average  fee  paid  by  firms  doing  general 
building  construction  (excluding  residential 
construction)  for  first  $100,000  of  contract 
amount  for  performance  and  payment  bonds 


Overall  average  percentage  of  firms'  1993 
construction  revenues  that  came  from  |obs 
requiring  bonds 

32  8  percent 

1  81  percent 

Average  percentage  of  larger  firms'  1 993 
construction  revenues  that  came  from  jobs 
requiring  bonds  (fig.  3,14) 

48.7  percent 

4  47  percent 

Average  percentage  of  medium-size  firms' 
1993  construction  revenues  that  came  from 
jobs  requinng  bonds  (fig  3  14) 

32.4  percent 

2.41  percent 

Average  percentage  of  smallest  firms'  1993 
construction  revenues  that  came  from  jobs 
requinng  bonds  (fig.  3  14) 

24  2  percent 

3  14  percent 

Average  percentage  of  minority-owned  firms' 
1993  construction  revenues  that  came  from 
jobs  requiring  bonds 

41  5  percent 

7  38  percent 

Average  percentage  of  1993  construction 
revenues  of  firms  not  owned  by  minorities  that 
came  from  jobs  requiring  bonds 

32  2  percent 

1  87  percent 

Average  percentage  of  1993  construction 
revenues  of  firms  doing  heavy  construction  that 
came  from  jobs  requiring  bonds 

49,5  percent 

5  07  percent 
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Description 

Average  percentage  of  1993  construction 
revenues  of  firms  doing  general  building 
construction  tfiat  came  from  jobs  requiring 
bonds 


39  8  percent 


Sampling  error 

3  95  percent 


Average  percentage  of  1993  construction 
revenues  of  firms  doing  special  trade 
construction  ttiat  came  from  jobs  requiring 
bonds 


Average  ratio  of  largest  bond  capacity.  1993  to    1 .93 
1990 


Average  ratio  of  total  program  capacity.  1993       2  05 
to  1990 


"These  (ees  are  set  as  a  percentage  of  tt»  contract  amount 


Table  1.6:  Estimates  and  Sampling 
Errors  That  Exceed  5  Percent  lor 
Percentages  Presented  In  Section  4 


Description 

Estimate  (percmit) 

Sampling  error 
(percent) 

Women-owned  firms  doing  special  trade 
construction 

82.0 

5.4 

Minority-owned  firms  ttiat  were  not  asked  to 
provide  bonds  since  1 990  or  did  not  bid  on 
bonded  jobs 

732 

6.9 

Minority-owned  firms  ttiat  believed  they  would 
not  be  able  to  get  bonds  so  did  not  ask  for  them 

17  8 

60 

Women-owned  firms  that  were  not  asked  to 
provide  twnds  since  1990  or  did  not  bid  on 
bonded  |obs 

70,6 

6.5 

Women-owned  firms  that  believed  they  would 
not  be  able  to  get  bonds  so  did  not  ask  for  them 

18.2 

55 
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Table  1.7:  Estimates  and  Sampling 
Errors  tor  Statistics  Other  Than 
Percentages  Presented  in  Section  4 


Description 

Estimate 

Sampling  error 

Estimated  number  of  firms  that  had  not 
obtained  bonds 

157.306 

5.146 

Average  annual  revenues 

$391,129 

$24,199 

Average  construction  experience 

15.3  years 

0.4  years 

Average  difference  in  construction  experience 
between  firms  evened  by  minorities  and  firms 
not  owned  by  minorities 

2.0  years 

1.5  years 

Average  difference  in  construction  experience 
between  firms  owned  by  women  and  firms  not 
owned  by  women 

2.3  years 

1.7  years 

Average  construction  experience  of  firms 
owned  by  minorities 

13.33  years 

1  43  years 

Average  construction  experience  of  firms  not 
owned  by  minorities 

15  34  years 

0.48  years 

Average  construction  experience  of  firms 
evened  by  women 

13.09  years 

1.86  years 

Average  construction  experience  of  firms  not 
owned  by  women 

15  44  years 

0.46  years 
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